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IRS seen as likely to permit installment 


accounting for revolving credit sales 


HENRY B. JORDAN 


A comprehensive ruling by the Treasury, recognizing that sales under revolving 


credit plans may be treated as installment sales, may be expected shortly, Mr. Jor- 


dan says. He reviews the tax advantages of installment accounting and points out 


how, by selling outstanding accounts, retailers may now shift to installment account- 


ing without incurring double tax. 


” rHE PAST decade there has been a 
growing trend by department stores, 
clothing chains, and specialty shops to 
use the “revolving credit” type of ac- 
with the 


Under this credit arrange- 


count in connection sale of 
merchandise. 
ment the store and the customer have 
a written agreement which permits the 
customer to purchase merchandise on 
credit up to a maximum dollar limita- 
tion, and to pay for the merchandise in 
The 


provides that all revolving credit pur- 


monthly installments. agreement 


chases of the customer throughout the 


store will be charged to his revolving 
credit account and that he will pay for 
those purchases in monthly installments 
of a fixed minimum amount or a frac- 
tion (usually 1/10) of the unpaid bal- 
ance. A customer who reaches his credit 
later 


purchases to that 


limit in the account may charge 


additional account 
only to the extent that his monthly pay- 
ments have reduced his account balance 
the 


monthly 


below maximum credit figure. A 


carrying charge, representing 


interest and service costs, is made on 
the basis of the unpaid balance in the 
account. The usual carrying charge is 
from 1 to 114 per cent of the unpaid 
balance. 

Revolving credit plans are known by 
many different names in the merchan- 
dising field but the underlying principle 
of the plans is generally the same as 
described above. Some of the common 
names for this type of credit arrange- 


ment are “budget accounts,” “cycle bud- 


get accounts,” 
counts,” 


“continuous budget ac- 
and, of course, the familiar 
volving credit accounts.” 

The revolving credit type of install- 
ment account is attractive to retailers 
and customers alike because it permits 
the sale of merchandise on the install- 
ment plan to customers who would be 
unable to their full 
the standard 30-day charge ac- 
arrangement, and permits the 
sale of relatively low-priced items under 
the installment plan. Traditionally, the 
standard installment contract has been 
used only in connection with the 
of higher-priced items such as major 


“re- 


pay accounts in 
under 


count 


sale 


household appliances, radio and televi- 
sion sets, and other durable goods. Not 
the least of the attractive 
the the 
produced by the 1 


features to 
additional 
or 114 per cent serv- 


retailer is income 
ice charge. 

have a 
addition to 
count or accounts under separate install- 
ment contracts for the purchase of high- 
er-priced items. It is not usual, however, 
for a cutomer to have a 30-day charge 
account and revolving credit account 
with the same store. 


A customer may revolving 


credit account in an ac- 


Installment accounting 


A question which remains unanswered 
is whether revolving credit plans qualify 
as installment plans under Section 453(a) 
of the Internal Revenue Code. If they 
do, the retailer has the advantage of 
recognizing taxable income from his re- 


volving credit sales as amounts are col- 
lected rather than at the time of sale 
under the accrual method of accounting, 
The Regulations under Section 453 con- 
tain detailed rules relating to the install. 
ment method of accounting but they do 
not deal specifically with revolving cred- 
it plans. Instead, when the final Regula- 
tions under that section were issued in 
September 1958, the introductory para- 
graph included the following statement: 
“Consideration is being given to the 
issuance of separate rules dealing with 
the matter of whether income from so0- 
called ‘revolving credit sales’ may be re- 
ported under the installment method of 
accounting provided for under Section 
455." 

The pioneer case involving the re- 
volving credit issue is Consolidated Dry 
Goods Co., (180 F.Supp. 878). In that 
case the Massachusetts district court held 
on February 5, 1960, that the taxpayer's 
“Cycle Budget Account Plan” qualifies 
as an installment plan under Section 
453(a). That case involved a corporation 
operating department stores and using 
the accrual method of accounting. Sales 
of merchandise were made for cash and 
under different credit arrangements. 
The corporation used the conventional 
charge account arrangement (30-day ac- 
counts) under which merchandise _pur- 
chased during one billing period is paid 
for in full before the next billing date. 
Under another arrangement requiring a 
separate contract for each sale, payments 
are made in regular fixed installments 
until the debt is completely liquidated, 
with the corporation retaining title and 
the right of possession until that time. 
This is the standard installment con- 
tract type of account. The corporation 
also used its Cycle Budget Account Plan, 
under which the store and the customer 
by agreement establish a credit limita- 
tion for the customer, usually six times 
the customer’s monthly payment. The 
customer agreed to make a fixed month- 
ly payment as long as there is an unpaid 
balance in the account, plus a service 
charge of 1 per cent of the unpaid bal- 
ance. It is this latter plan which the 
court recognized as an installment plan 
for Federal income tax purposes, and 
described it as a typical example of what 
is known in the merchandising field 
as a revolving credit plan. Since the case 
involved years under both the 1939 Code 
and the 1954 Code, the principle of that 
decision is pertinent for current years 
a3 well as for past years still open. 

The favorable Consolidated decision 
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has provided hope for the many retail 
establishments which have long wanted 
to apply the installment method to re- 
volving credit plan accounts. Although 
the Treasury has decided not to appeal 
the Consolidated decision, it has an- 
nounced in Technical Information Re- 
lease 247, August 23, 1960, and in Rev- 
enue Ruling 60-293, C.B. 1960-2, 163, 
that it will not follow it. That release 


and ruling also announced that a study 
is now under way as to whether work- 
ible standards can be formulated for 
what 
credit sales qualify as installment sales 
under Section 453 of the Code. 

It is believed that the Treasury has 


determining part of revolving 


delayed taking a position on the revolv- 
ing credit issue because of the difficulty 
of solving the many problems which are 
entailed in recognition of the system un- 
der Section 453. Under the revolving 
redit plan, the buyer’s regular monthly 
payment is not specifically attributed to 
the purchase price of any separate item 
but is applied to his revolving credit ac- 
count to reduce the balance in that ac- 
of the pur- 
chase price of different items purchased 
in different departments with varying 
Under these 
circumstances, it would appear that un- 
der O.D. 25, 1 C.B. 75, for tax purposes 
the store would have to make a detailed 


count, which may consist 


gross profit percentages. 


segregation to determine departmental 
sross profit percentages for revolving 
redit sales only, excluding sales for cash 
ind under other credit arrangements, 
ind to analyze the customer’s accounts, 
in the case of multiple credit arrange- 
ments, to allocate the payment to the 
proper account or accounts. It would 
lso seem necessary to devise a system to 
illocate the monthly payment among 
the departments where purchases had 
been made. It is interesting to note that 
Blum’s, Inc., (7 BYA 737 (nonacq.)), 
the court allowed the use of a composite 
ross profit percentage because it con- 
sidered that there was not a sufficient 
The 
Regulations under Section 453 also pro- 
gross 


distortion of income. proposed 


vided for the use of storewide 
profit percentages, but that provision 
was not in the final Regulations. If the 
final rule is that departmental gross 
profit percentages must be used, it is ap- 
parent that the cost of making the ne- 
cessary analyses might in many cases be 
ereater than any tax benefit to be de- 
rived from the use of the installment 
method in connection with revolving 
credit plans. 


It is believed that the Treasury will 
be successful in its efforts to develop 
rules which will be reasonable without 
creating any undue hardships or benefits. 
Thus, it is predicted that acceptance of 
revolving credit sales as installment sales 
under Section 453 will be the eventual 
answer, although that may be many 
months away. Meanwhile, many compa- 
nies have treated revolving credit sales 
as installment sales for tax purposes and 
it is believed that the Treasury will hold 
up action on the returns of such compa- 
nies rather than to continue to litigate 
this point. 


Adopting installment accounting 


Adoption of the installment method 
of accounting under Section 453(a) by 
retailers who are planning to use the 
revolving credit plan, and by retailers 
who are presently using the revolving 
credit plan, may _ involve possible 
double taxation in part of amounts col- 
lected on installment sales which have 
previously been included in income in 
the year of sale. Section 453(c) provides 
install- 
ment sales but in some cases the relief 


relief from double taxation of 
is only partial. 

Practitioners have believed for some 
time that double taxation upon adopt- 
tion of the installment method could be 
avoided completely by the sale of install- 
ment accounts at the end of the year 
preceding the year of adoption of the 
installment method of accounting for 
tax purposes. In Revenue Ruling 54-43, 
the Treasury recognized as a bona fide 
sale for tax purposes the monthly sale 
of installment accounts by a merchant to 
a bank at a discount, and held that the 
losses from the sales are deductible in 
full. In the case of City Stores Co., (154 
F.Supp. 348) the Treasury tried to treat 
the transactions as loans 
sales, but the district court recognized 


rather than 


the transactions as bona fide sales for 
tax purposes under the 1939 Code. That 
case involved the sale of installment ac- 
counts to banks at a discount at the end 
of the year prior to adoption of the 
installment method of accounting. Later, 
in Revenue Ruling 59-343, the Treasury 
announced that it would follow the de- 
cision in the City Stores case. Thus, 
where a taxpayer makes a bona fide sale 
of customers’ obligations to a bank at 
the end of a particular taxable year and 
then elects for the following taxable 
year to adopt the installment method of 
reporting income, the taxpayer need 
not include, in computing taxable in- 


259 


Accounting * 


come for the later years, amounts col- 
lected which are attributable to install- 
ment obligations previously sold. 


Terms of sale of notes 

The terms of any contract covering 
the sale of installment accounts are sub- 
ject, of course, to negotiation between 
the store and the purchaser of the ac- 
counts, usually a bank. However, there 
are key features of the contract which 
should be so handled that the Treasury 
will recognize the transaction as a sale 
and not a loan. It is important to make 
certain that the contract speaks of “sale” 
and “purchase.” Any language suggest- 
ing that the transaction is a loan should 
be omitted. Also, as a part of the con- 
tract, the store should assign all right, 
title, and interest in the accounts and 
merchandise sold thereunder. 

{in the usual sale transaction the con- 
sideration is the face value of the ac- 
counts less a based on the 
prime interest rate in existence at the 


discount 


contract date and the length of time 
expected to pass before all the accounts 


are collected in full. The bank remits 


in a lump sum after withholding a “re- 
serve for losses’’ or “deferred payment,” 
which is turned over to the store after 
all accounts have been collected or have 
been repurchased by the store. The pur- 
pose of the reserve is to insure that all 
the accounts sold are binding and undis- 
puted obligations of the debtors, as well 
as to provide for losses on collections. 
The Treasury is known to have issued 
favorable rulings involving a reserve as 
high as 15 per cent but, of course, the 
lower the reserve the better chance 
there is for Treasury approval. The 
Treasury frowns on excessive reserves, 
so the contract usually provides for a 
decreasing reserve based on a percent- 
age of the uncollected accounts, or re- 
quires that any reserve in excess of the 
uncollected accounts be remitted to the 
store when such excess occurs. For obvi- 
ous reasons the first method is preferred 
by stores while the banks favor the latter. 

The 


maintain and collect the sold accounts 


store generally continues to 
at its own expense as agent for the 
bank, but the Service requires that the 
segregated or otherwise 
identified as belonging to the bank by 
imprinting or stamping a legend such as 
“Sold to the First National Bank as of 


accounts be 





[Henry B. Jordan is a certified public 
accountant with the firm of Lybrand, 
Ross Bros. & Montgomery.] 
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cards. 

As a protective measure banks often 
require the store to repurchase any de- 
faulted accounts at face value. The 
Treasury holds that the basis to the 
store of such repurchased accounts is 
their face value, and that subsequent 
collections on the account are not tax- 
able the store unless more 


than the face amount is collected. 


income to 


The 1 or 1% per cent service charge 
on the accounts is kept by the store as 
compensation for its cost of maintaining 
and collecting the accounts for the bank. 
The Treasury informally recognizes this 
procedure but probably would not rule 
on it officially now because it involves a 
feature which is peculiar to revolving 
credit accounts. 
the for 
the bank should be turned over to the 
bank frequently. Many contracts require 


Amounts collected by store 


remittance monthly or oftener according 
to a schedule of anticipated collections, 
and provide for an adjustment of the 
discount rate if the rate of collections 
is more or less than anticipated. 

While the 
installment 


usual contract of sale of 
made 
bank, there is no reason why the Treas- 
ury should not recognize the validity of 


accounts is with a 


a bona fide sale to any other person. If 
the parties are related, of course, the 
provisions of Section 267 of the Code 
might deny the loss (discount) on the 
transaction to the selling store; and if a 
related party purchases the accounts at 
face value without a discount or with 
only a nominal discount, the Treasury 
might refuse to rule favorably on the 
that the 
arm’s length. 


theory transaction is not at 


Conclusion 

It is clear from these recent rulings 
that double taxation of installment ac- 
counts can be avoided completely by the 
sale of the installment accounts before 
the year of adoption of the installment 
The 
months issued favorable rulings to tax- 


method. Treasury has in recent 
payers whose sale of accounts was under- 
taken as the first step in the adoption of 
the installment method of accounting 
for revolving credit sales. Although the 
Treasury has not yet recognized revolv- 
ing credit plans as installment plans for 
tax purposes, and although its ruling 
letters on sales of accounts contain the 
following caveat—“This ruling should 
not be construed as a ruling on the 
question of whether revolving credit ac- 
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counts (or accounts having similar fea- 
tures which may be called by another 
name) are installment ‘accounts within 
the meaning of Section 453 of the 1954 
Code”’—taxpayers are going ahead with 
their plans to use the installment meth- 
od of reporting revolving credit sales for 
tax purposes. For the present this pro- 
cedure seems justified. If the Treasury 
does not soon recognize the principle 


of the Consolidated decision there is 
certain to be further litigation on the 
revolving credit issue by other taxpay- 
ers. Eventually this issue may reach the 
Supreme Court but it is predicted here 
that the Treasury will yield on this 
question as soon as it can develop work- 
able rules for treating revolving credit 
accounts under Section 453 of the 
Code. * 


Direct costing has been allowed for tax 


purposes but caution in making shift is urged 


by FRANK L. TRAVER 


Admittedly not many companies have. been permitted to use direct costing methods 


for tax purposes but it has been used in a few situations where it refiects income 


better than conventional costing systems that add all overhead costs to inventory. 


Mr. Traver outlines this new method, discusses its acceptability for certified finan- 


cial statements and then shows how some particular companies are now using it 


for tax purposes too. 


Aa have been deeply in- 
volved in direct costing, a relatively 
new technique for valuing inventories, 
which of course, is directly reflected in 
profit determination. Direct costing, 
since it places a lower valuation on in- 
ventories than other “full cost” methods, 
does defer income. The advocates of 
direct costing claim that this accounting 
method reflects income in a more un- 
derstandable and meaningful way. The 
fact that income is deferred is unim- 
portant to their argument—in fact, this 
is seldom specifically pointed out. 

In most cases where direct costing is 
adopted for internal operating reports 
and profit determination, the financial 
results are restated when published out- 
side the company’s walls. Having two 
sets of reports and profit figures, one 
for running the business and one for 
presentation to the financial public (to 
say nothing of special tax requirement), 
and undesirable. 
Therefore, it is only to be expected that 
financial officers of companies using di- 
rect costing will raise a continuing 
clamor for acceptance of the method by 
tax authorities as well as generally. 

Any change in accounting method 
raises problems. The fact that a change 
to direct costing defers income raises 
particularly severe problems. Such a 
switch can, in effect, remove a very sub- 
stantial portion of asset value from the 
balance sheet and reduce profit through 


is often awkward 


a special charge against income, either 
in one year or over several successive 
years. Obviously, professional people 
and tax administration officials have no 
way of ascertaining the true motive be- 
hind any particular request for making 
such a change. 


The direct costing principle 

Direct costing is based on a separation 
of costs into two categories: 

1. Period costs are the costs of being 
in business whether or not actual pro- 
duction takes place. They are fixed costs 
or standby costs. 

2. Direct the 
costs incurred in order to manufacture 
the product. They are variable costs, 
marginal costs, and incremental costs. 

Inventory is valued at its direct cost. 
All other costs are charged against in- 
come in the period in which they are 
incurred. This idea is not really new. 
It follows traditional concepts of fixed 
and variable expenses and has been used 


costs are additional 


in making short-term pricing decisions 
for many years. Fixed expenses are most 
clearly exemplified by depreciation; 
they include such items as property 
taxes, insurance, and the salaries of the 
permanent cadre of supervisors and 
technical employees. Variable costs in- 
clude materials and labor which go di- 
rectly into the manufacturing process 
and the elements of overhead which rise 
with production, such as fringe-benefit 
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costs On productive labor, power con- 
sumption, etc. 

It is the application of these defini- 
tions to total profit determination which 
is relatively new. Conventional or ab- 
sorption costing assigns a share of all 
manufacturing costs fixed and variable 
in some ratable manner to the units of 
production. Direct costing associates 
only variable costs with the product. 
The effect of this procedure is that all 
fixed overhead expenses (depreciation, 
taxes, insurance, etc.) are deducted in 
the year in which they are incurred. 
Under conventional systems all overhead 
costs as well as direct costs are as- 
sociated with the product and are in- 
cludable in the valuation of inventory 
on hand at the year’s end, which car- 
ries part of these fixed costs forward to 
the next year. 

Problems arise in the design of cost 
systems and meaningful reports using 
direct costing just as the design of any 
other type of cost technique has its 
difficulties. The segregation of fixed and 
variable costs requires some assumptions, 
because those costs which remain fixed 
if production volume drops from 90% 
capacity to 80% capacity may not re- 
main fixed at all if production falls 
clear down to 25%. 

It is not the purpose of this article 
to debate the argument pro or con. Let 
it suffice here to say that some com- 
panies have found the technique to be 
valuable and present their financial re- 
sults in a statement of the kind which 
is shown in Figue I. 

Stockholders reports, SEC reports and 
tax statements seldom use the direct 
costing approach and companies using 
costing for internal purposes 
usually convert this data to acceptable 


direct 


amounts for reporting to the public. Al- 
though this is generally the case, it is 
not always true. Some companies have 
been able to make the change success- 
fully to the complete use of direct cost- 
ing reports for all uses. These compan- 
ies are still much in the minority (about 
20 by the most recent figure I have). 

We can break down the acceptability 
for external reporting into two major 
categories. 

1. Acceptability by CPA’s for pur- 
poses such as stockholders’ reports and 
SEC filings. 

2. Acceptability for Federal and other 
taxation purposes. 

The principles of accounting, as ex- 
pressed in publications of the American 
Institute of CPA’s set the guide to ac- 
ceptability for the first group. Federal 
income tax practice is by far the most 
important criteria in the taxation area. 
It establishes the landmarks for tax ac- 
ceptability, since many other taxing 
bodies tailor practices to fit the Federal 
pattern. 

The guiding statement of principles 
for the accounting profession is Bulletin 
No. 43 issued by the Institute’s Commit- 
tee on Accounting Procedure. Chapter 
four of this Bulletin contains one section 
devoted to inventory pricing. The com- 
ments in it pertinent to our subject are 
the following paragraphs which succeed 
each other on pages 28 and 29: 


Statement three 

“The primary basis of accounting for 
inventories is cost, which has been de- 
fined generally as the price paid or 
consideration given to acquire an asset. 
As applied to inventories, cost means in 
principle the sum of the applicable ex- 
penditures and charges directly or in- 





Net income from sales 
Less variable cost of sales 
Manufacturing margin 


Less other variable costs: 
Selling 
Shipping 
Administrative 
Marginal income 


Less fixed costs: 
Manufacturing 
Selling 
Shipping 
Administrative 


Net operating profit 





FIGURE I: Typical direct cost income statement 


INCOME STATEMENT 
Period Ended 


$100,000 
50,000 


$ 50,000 


$10,000 
5,000 
10,000 25,000 
$ 25,000 
$ 7,500 
5,000 
2,500 
5,000 _ 20,000 
$ 5,000 
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directly incurred in bringing an article 
to its existing condition and location. 
“In keeping with the principle that 
accounting is primarily based on cost, 
there is a presumption that inventories 
should be stated at cost. The definition 
of cost as applied to inventories is un- 
derstood to mean acquisition and pro- 
duction cost, and its determination in- 
volves many problems. Although prin- 
ciples for the determination of inven- 
tory costs may be easily stated, their 
application, particularly to such inven- 
tory items as work in process and fin- 
ished goods, is difficult because of the 
variety of problems encountered in the 
allocation of costs and charges. For ex- 
ample, under some circumstances, items 
such as idle facility expense, excessive 
spoilage, double freight, and rehandling 
costs may be abnormal as to require 
treatment as current period charges, 
rather than as a portion of the inven- 
tory cost. Also, general and administra- 
tive expenses should be included as pe- 
riod charges, except for the portion of 
such expenses that may be clearly re- 
lated to production and thus constitute 
a part of inventory costs (product 
charges). Selling expenses constitute no 
part of inventory costs. It should also 
be recognized that the exclusion of all 
overheads from inventory costs does not 
constitute an accepted accounting pro- 
cedure. The exercise of judgment in an 
individual 
sideration of the adequacy of the pro- 
cedures of the cost accounting system 
in use, the soundness of the principles 
thereof, and their consistent application. 


situation involves a con- 


Statement four 

“Cost for inventory purposes may be 
determined under any one of several 
assumptions as to the flow of cost fac- 
tors (such as first-in first-out, average, 
and last-in first-out); the major objec- 
tive in selecting a method should be 
to choose the one which, under the cir- 
cumstances, most clearly reflects periodic 
income.” 

These paragraphs are the only formal- 
ly stated principles available to guide 
the CPA in judging the acceptability of 
financial statement presentation. Many 
people interested in direct costing would 
like to hear some reasonable interpre- 
tation of these words which could il- 





[Mr. Traver is a CPA and a partner in 
the national accounting firm of Peat, 
Marwick, Mitchell & Co. He is currently 
at their Cleveland, Ohio office.] 
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lustrate an acceptance of the direct 
costing principle. As much as I would 
like to do so, I cannot honestly say that 
such interpretation can be made. 

The arguments that direct costing ac- 
ceptable under these principles are 
usually: 

1. Exclusion of all overhead from in- 
ventory is specifically declared not ac- 
ceptable; since direct costing does not 
exclude all overheads, it is not clearly 
eliminated. 

2. The Research Bulletin states that 
selection of a method (and in the argu- 
ment this is given a general interpreta- 
tion meaning some cost accounting 
method) means choosing the one which 
most clearly reflects periodic income. 

3. It follows that, since direct cost- 
ing is the only method which clearly re- 
flects periodic income, then it is really 
the one and only correct cost method 
to be employed. 

Despite mighty efforts to prove the 
acceptability of direct costing in this 
way, the truth remains that this is pick- 
ing several sentences out of context and 
slanting them toward the conclusion de- 
sired. Going back to the statements of 
principles, it must be recognized that 
the phrasing calling for selection of a 
method which “most clearly reflects in- 
the 


cerning the several possible assumptions 


come” is part of statement con- 
as to the flow of costs, as a first-in first- 
out, average, or last-in first-out. Further- 
more, a careful reading of the examples 
of exclusions from overhead which may 
be proper under certain circumstances 
does not single out fixed costs, and I 
have never heard anyone attempt to 
show that it does. We have no choice 
but to conclude that, taken as a whole, 
the AICPA’s statements of principles 
regarding inventory pricing have not 
been interpreted in actual practice to 
condone direct costing. At best, we can 
say that it is not specifically ruled out. 

Now, after this discouraging start let 
us look at current developments. Sur- 
veys are showing more companies using 
direct costing as the years roll by. The 
National Association of Accountants’ 
1953 report revealed seventeen manu- 
facturing companies and one depart- 
ment store employing the technique. A 
research project recently completed by 
NAA found 197 users. Interviews with 
about one quarter of the list developed 
that 20 of these companies were report- 
ing externally also on the direct costing 
principle. In only four cases did the 
independent public accountants men- 
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tion its use in their certificates and, in 
no case, did they raise any objection or 
take exception to its use. 


The doctrine of materiality 


The CPA, in exercising his responsi- 
bility, must determine that there has 
been effective or substantial compliance 
with generally accepted accounting prin- 
ciples. When he finds a deviation, he 
must ascertain the amount and the ef- 
fect of the deviation from what the 
financial reports would have shown if 
strict compliance had been the practice. 
If he finds the differences immaterial 
in amount and effect, he need not qual- 
ify his opinion. 

The doctrine of materiality is one 
of the most important fundamentals in 
developing and maintaining a dynami- 
cally balanced system of principles to 
afford reliable, meaningful, and effec- 
tive financial reporting. Whether or 
not a certain deviation constitutes a ma- 
terial difference entails much more than 
an appraisal of the amounts involved. 
Probably even more important is a con- 
sideration of the net end result or mean- 
ing of the financial reports. If the pub- 
lic accountant fairly considers the inter- 
ests of the stockholders, creditors, and 
third party readers as well as manage- 
ment—and finds that all those concerned 
are being properly served and not mis- 
led in any way—then he will in all prob- 
ability find that deviations from ac- 
cepted principles are not material and 
that a qualification is not needed. 

There can be more than one correct 
method. It can also be said that, when 
enough professional 
have evaluated enough similar circum- 
stances, such as the use of direct costing 
for inventories, and have 
practice usable in the specific circum- 
stances, then new patterns are devel- 
oped and new or modified principles are 
born. It is through this use of judgment 
that our body of principles can be kept 
consistent and sound, yet sensitive to 


competent men 


found the 


current needs. 


Federal taxation and direct costing 


Section 471 of the Code sets out the 
general rule for valuation of inventories 
and is a rather brief statement of prin- 
ciple, as follows: 

“Whenever in the opinion of he 
Secretary or his delegate the use of in- 
ventories is necessary in order to clearly 
determine the income of any taxpayer, 
inventories shall be taken by such tax- 
payer on such basis as the Secretary or 


his delegate may prescribe as conform. 
ing as nearly as may be practical to the 
best accounting practice in the trade or 
business and as most clearly reflecting 
the income.” 

As is well understood, the Code itself 
makes no specific recommendations re- 


garding acceptable procedures for pre-} 


sentation of inventories for tax purposes 
but defers this decision to best account- 
ing practices, which must be interpreted 
through the workings of the Commis- 
sioner’s regulations and of court de- 
cisions. 

In considering the matter here, it 
may first be noted that the element of 
consistent practice dominates all other 
considerations in the history of Federal 
tax law administration. This consistency 
doctrine has been very wisely selected 
as of primary importance and, in at least 
some instances, has given an opportun- 
ity for the direct costing basis to be 
successfully defended. Geometric Stamp- 
ing Co., (26 TC 301, acq. 1958-1 CB 4) 
is a landmark. The facts of the case, in 
brief, are that the company changed to 
a direct costing method of reporting its 
income for the taxable year of 1948. 
The Commissioner, having reviewed the 
company’s returns for several consecu- 
tive years, made no adjustments. It was 
not until 1952 that his representatives 
advised the company that a recompu- 
tation of income had been made re- 
versing the prior tacit acceptance of the 
direct costing method. The opinion ren- 
dered by the judge illustrates clearly the 
force of reliance upon the element of 
consistency. That opinion and some of 
the wording used are well worth noting 
here. Some of the key phrases follow: 

“The rule for determination in a 
case such as this is not so much that 











there is a duty of consistency resting | 


upon the Commissioner, as that there 
must be some recognition that the Com- 
missioner’s own Regulations require con- 
sistent treatment by the taxpayer. Where 
there is a choice of alternative methods 
of treatment and no suggestion that the 
method adopted is not permissible from 
an accounting standpoint, consistency 
oi treatment can be of great significance 
as demonstrating that the method used 
clearly reflects income. We think it 
should follow that the Commissioner 
ought to take account of the extent to 
which a taxpayer’s conduct conforms to 
the Commissioner’s own requirements. 
“That the company changed its method 
of reporting, that this change was 
brought to the attention of the Com- 
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missioner’s representatives, and that they 
gave the procedure their tacit approval 
is reasonably clear from this record. 
That would be the equivalent and have 
the effect of a formal request on the part 
of the company to change its method 
of reporting and a formal approval by 
the Commissioner of that change. It is 
noteworthy that the Commissioner never 
contests the propriety of the direct cost- 
ing method as such. That question is 
not raised in this proceeding and we 
do not reach it. We think the con- 
clusion inescapable that as to 1948 the 
Commissioner’s approval was tacitly re- 
quested and effectively given for the 
change in reporting methods. By 1950, 
the year now before us, the new method 
had been uniformly followed by the 
company for 5 years, and by 1955 when 
the method had been in use for 10 years 
taxable income was greater in 5 years 
and less in the other 5 years under the 
one method than it would have been 
under the other. The consistency re- 
quired of taxpayers in reporting of in- 
come and the uniformity shown by the 
company consequently results, as is so 
often the case, in the long range con- 
sequences being no different under one 
system than under the other. This is at 
once the theoretical reason and a prac- 
tical demonstration of the superior sig- 
nificance of consistency where permiss- 
ble alternatives are involved. 

“For the reason, therefore, that what 
amounted to a request for a change in 
method of reporting was submitted to 
and granted by the Commissioner, we 
can conclude that the company’s method 
of reporting in the year in controversy 
was proper.” 

So here is one clear cut case in which 

company changed to direct costing 
without requesting permission in ad- 


Letter requesting change: “‘Application is here- 
by made for consent to change method of account- 
ing, with respect to the method of allocating over- 
inventory; that is, from a percentage 
method of allocation to a direct cost method of 
a'location beginning with the year 1954. 

“The following information is submitted: 

1. Name and address: 


head to 


2. Nature of business: 
8. Date incorporated: 
. Date last return filed: 
5. Return for 1953 will 


cs 


be filed on or about 


3. Nature of inventory: 
. Value of inventory using percentage meth- 
od 


Value of inventory using direct cost meth- 
re ee en 
8. Adjusted net income reported for calendar 
year 1952 ..........._.. 
Federal income tax payable thereon 4 
9. Reason for change: 
“The history of the company reveals extreme 


vance. In this particular instance, the 
company was successful and the court 
finding now places it in a very en- 
viable position. 


Requesting permission to change 


Now let us examine the second meth- 
od or approach for accomplishing this 
change, namely, that of specifically ap- 
plying to the Commissioner for permis- 
sion to change. A case in point involves 
another company which reached the con- 
1954 that direct 
costing for Federal income tax purposes. 
Application was made by letter to the 
Commissioner of Internal Revenue.! 
The reply granted permission under 
specific conditions.2 The company ac- 
cepted a 10-year amortization of the tax 
difference resulting from the change 
and, more than that, adopted direct 
costing for all external reporting, in- 
cluding SEC filings, from that day for- 
ward. In the year of change, two refer- 
ences to it were required in the audi- 
tor’s report. One appeared in the an- 
nual report in the form of a footnote 
to the consolidated financial statement 
as follows: 

“As of December 31, 1953, the com- 
panies revised their method of charging 
manufacturing expenses to inventories. 


clusion in it wanted 


Under the new method certain fixed 
manufacturing expenses are not ab- 
sorbed in the inventories but are 


charged directly to cost of sales. This 
change reduced the 1953 net income 
and the 
1953 approximately $ 

The second reference was in the inde- 
pendent accountant’s opinion and is 


December 31, 


” 


inventories at 


shown below: 

“The accompanying statement of fi- 
nancial position and statement of opera- 
tions, and income invested in the busi- 


fluctuation or variance in sales volume according 
to economic conditions. The change to direct cost- 
ing will eliminate the volume variance and, there- 
fore, measure more accurately the cost and income 
of operations. Since historical costs are used as a 
basis for determining the contract selling price, 
the direct cost accounting method will represent a 
more serviceable tool than heretofore. 

10. Disposition of difference in inventory Decem- 

ber 31, 1953: 

“Request is hereby made that the difference of 
between the two methods of allocating 
overhead in inventory at December 31, 1953 be al- 
lowed as a deduction in the income tax returns 
for 1954 and 1955 in equal amounts.” 
2 Letter granting permission: “‘This is in reply to 
your letter of March 30, 1954, in which you make 
application for permission to change the method 
of allocating overhead to inventory from a percen- 
tage method of allocation to a direct cost method 
of allocation beginning with the taxable year end- 
ing December 31, 1954. 

“It is indicated in your letter that the inventory 
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ness, present fairly the financial posi- 
tion of the company and _ subsidiary 
companies consolidated at December 31, 
1953, and the results of their operation 
for the year then ended, in conformity 
with generally accepted accounting 
principles, which except for the change 
(of which we approve) in the method of 
stating inventories, described in Note 1 
to the consolidated financial statements, 
have been applied on a basis con- 
sistent with that of the preceding year.” 

Here we have another way by which 
a company has been able to change to 
direct costing for Federal income tax 
purposes. Admittedly, this case is not 
typical. Most requests have been denied, 
but there are other examples in which 
permission has been granted when it 
has been demonstrated that a_ better 
reflection of income will result from the 
use of direct costing. 


The steps to follow 


Now, let us come to the specific ques- 
tion. What are your chances of chang- 
ing, if you wish to, from absorption 
costing to direct costing for all purposes? 
Right now I would say the odds are still 
against you, but you can improve your 
chances if you are careful in the way 
you go about it and are not too im- 
patient in trying to push the change 
through. This may sound like opti- 
enough 
have been made to indicate that it may 


mistic thinking, but inroads 


possibly be accomplished in other in- 
stances. 

Considering the relative importance 
of the inventory valuation problems, 
there are a very few court cases to estab- 
lish clear precedents for us to follow 
in taxation. Recently, in establishing 
background material for a court case in- 
volving the application of overhead to 


as at December 31, 1953 valued by using the per- 
centage method of allocating overhead was 


and the value of inventory as at the 
same date using the direct cost method was 
= 

Rats , 

“The discretionary power of granting or deny- 
ing applications for permission to change the basis 
of inventory valuations will not be granted unless 
and until the taxpayer and the Commissioner 
agree to the terms and conditions under which the 
change will be effected. 

“Permission will be granted you under the facts 
presented to change your method of allocating 
overhead to inventories for Federal Income Tax 
purposes from the percentage method to the direct 
cost method beginning with the taxable year end- 
ing December 31, 1954, provided you irrevocably 
agree (1) that your opening inventory as at Jan- 
uary 1, 1954 shall be valued by using the direct 
cost method of allocating overhead, (2) that the 
granting of permission for such change shall have 
no effect on income for prior years, and (3) that 
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inventories (this was not a direct costing 
case), we had occasion to query eight 
of our offices located in concentrated 
large industrial centers regarding the 
frequency of their clients’ tax problems 
with inventories. Only one of these of- 
fices reported serious difficulties with the 
Internal Revenue Service in the pricing 
inventories in the last 
five years. A “serious difficulty” was de- 
fined as questions which were not rea- 
sonably easily resolved during early con- 
ferences. The one office reporting difh- 


of overhead in 


culties cited a company which had been 
consistently following a practice of ex- 
cluding all overhead from inventory. 
taking everything into 
consideration, I think chances in the 
Federal taxation area are not hopeless, 


Consequently, 


Finally, we should discuss how a com- 
pany can best go about the process to 
turn the odds in its favor. I would like 
to take stock of the ways which seem 
to present the greatest opportunity for 
successfully accomplishing such a move. 

1. In conjunction with your CPA, 
determine whether direct costing is ap- 
propriate and desirable for your own 
company. If it is, get your internal con- 
version and reporting under way. This 
can be done without external approval 
and without creating external problems. 

2. If you can, establish that the com- 
pany is having problems with the ab- 
sorption costing method. This will neces- 
Sitate putting pride in your pocket, be- 
cause you will not likely get permission 
from Government agencies nor encour- 
agement from your CPA to change from 
one good method to another good meth- 
od just because you would like to. Also, 
you have not much chance if you try 
to disprove the whole principle of ab- 
sorption costing in the abstract; it is 
too widely accepted. Establish that the 


the direct cost method of allocating overhead shall 
be used in valuing inventories for all subsequent 
years unless permission is secured to change there- 
from to another recognized method. 

“In effecting the change in method of valuing 
your inventories under the terms set forth herein, 
you may include as a deduction in the taxable year 
ending December 31, 1954, and each of the taxable 
years ending through December 31, 1963, one 
tenth of the amount which represents the excess 
of the value of your opening inventory as at Jan- 
uary 1, 1954, computed under the method used by 
you for the taxable year ended December 31, 1953, 
over the value thereof required to be used under 
condition (1) above. 

“Final action of your application will be de- 
ferred pending the receipt of written advice from 
you as to whether the terms and conditions set 
forth herein are acceptable to you. The agreement 
to the terms set forth above should be signed with 
the corporate name and pen signature of the 
president, vice president, or other principal officer 
over his official title.” 
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company is having some particular prob- 
lems with its present methods, problems 
which others are not necessarily experi- 
encing, and that you propose to correct 
these problems through direct costing. 
Demonstrate that this will result 
more clearly reflecting income. 

3. Approach the taxation barrier with 
extreme caution. If you request permis- 
sion prematurely and are denied, you 
may be set back for a considerable 
period of time. If you are tempted to 
try the change without permission, you 
must be prepared to suffer the conse- 
quences if reversed. 

4. Carefully select the year of change. 


in 





New accounting decisions this month 


Gains on sale of real estate taxed to 
real owner appearing only as broker. 
Taxpayer, a real estate operator, suffered 
serious financial difficulties during the 
period 1942-1954, and was in fact in- 
solvent and heavily in debt. During this 
period taxpayer, appearing as broker, 
purchased three properties in the name 
of a friend, another real estate operator. 
The friend had entered into an agree- 
ment in case with an _ elderly 
woman, Marie, who had been employed 
by taxpayer as a family nurse and tutor, 
whereby Marie was to invest a nominal 
amount in the venture and receive 50% 
of the profits. Over the years she re- 
ported substantial gains on sales of the 
properties and loaned taxpayer con- 
siderable sums of money. The Commis- 
sioner determined that 50% of the gain 
from the sale of the three properties 
should be included in taxpayer's income 


each 


because Marie was not the real owner 
but was only acting as taxpayer's agent. 
Marie did not testify at the trial. Be- 
cause the taxpayer failed to show by a 
preponderance of the evidence that the 
Commissioner’s determination was in 
error, it is sustained. Schoenberg, TCM 


1961-235. 


Commissioner’s allocation of 50% of 
cost to land and 50% to building held 
unreasonable. For purposes of comput- 
ing depreciation, the court finds the 
Commissioner’s allocation of 50% or 
the purchase price of real property to 
land and 50% to the building is arbi- 
trary and unsound. It allocates the cost 
to land and building in the ratio of 1 
to 3 in accordance with expert testimony 
produced by taxpayer. Napuche, TCM 
1961-239. 


Business conditions and the specific eco- 
nomic position of the company may 
vary considerably. Pick a year end when 
inventories are at a low point; exert 
every possible effort to work finished 
goods and work-in-process down to a 
bare minimum. It may even be helpful 
to change to a fiscal year before making 
this move. 

If you follow this program, first 
demonstrating the practical usefulness of 
direct costing in internal reports, then 
you may be successful, in the near fu- 
ture, in completely converting for ex- | 
ternal purposes as well. The course has 
been charted but poses many obstacles. 


1 
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Loss to a subsidiary found to have be- 


Taxpay 
half int 
2/15/54 
known 





come worthless in year claimed. From 
1945 to 1953 taxpayer made numerous 
loans to its wholly-owned subsidiary 
formed to explore oil in Oklahoma. The 
Commissioner contends the loans be- 
came worthless prior to 1956, the year 
in which taxpayer claimed the deduc- 
tion, because the statute of limitations 
if pleaded would have barred collection. 
The court rejects the argument that the 
statute of limitations was the identifiable 
event which established worthlessness of 
the debts prior to 1956. It finds that 
even though cash and leaseholds were 
the only assets of the subsidiary on 1/1/ 
56, and a liquidation at that time would 
only have permitted the recovery of a 
fraction of the monies advanced, such 
evidence clearly establishes that the 
debts were not completely worthless 
prior to 1956. It holds the loans became 
worthless in the year claimed. However, 
the investment in the capital stock of 
the subsidiary is found to have become 
worthless in some year prior to 1956. It 
would have required the faith of “an 
incorrigible optimist” to have believed 
on 1/1/56 that oil would be found and 
produced in sufficient quantities to dis- 
charge the subsidiary’s indebtedness. 
Universal Consolidated Oil Co., TCM 
1961-246. 


Erroneous inclusion of item in income 
of closed year gives no right to a de- 
duction in later year. Taxpayer received 
and erroneously reported $7,000 as divi- 
dend income in 1951; actually one-half 
belonged to an associate. He paid the 
associate his share of the dividends in 
1952 and claimed a deduction for the 
payment in that year. The court dis- 
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agrees holding under the theory of the 
annual accounting period the fact that 
income is erroneously reported for one 
year furnishes no basis for an offsetting 
deduction in a subsequent year to which 
such deduction is not otherwise attribu- 
table. The only remedy was to adjust 
the income in 1951, and the fact that 
such year was closed by the statute of 
limitations does not warrant a deduction 
in another year. Paster, TCM 1961-240. 


CAPITAL GAINS 


Assignment of mortgage bond on due 
date treated as a sale, not a retirement. 
Taxpayers acquired at a discount a one- 
half interest in a mortgage bond due on 
2/15/54. Prior to the due date it was 
known that the debtor corporation 
would not have sufficient funds to satisfy 
the mortgage at maturity, and at the 
request of the debtor’s attorney, tax- 
payers, on the due date, executed an 
assignment of the bond to a group com- 
posed of the debtor’s stockholders and 
their family for the full principal bal- 
ance due. The Commissioner argued 
that taxpayer would have realized or- 
dinary income had the bond been re- 
tired by the corporation and the assign- 
ment should be ignored as an attempt 
to avoid tax. The year involved was 
1954 and Section 1232(a)(1) of the 1954 
Code provides a special rule to over- 
come the fact that in retirement, there 
being no exchange, gain or loss would 
be ordinary. However, the provision, 
treating a retirement of a bond as an 
exchange, applies to bonds issued be- 
fore 1955 only if they were in registered 
form or with coupons. Presumably the 
bond here in issue would not qualify. 
facts, the 
assignment on the due date was not a 


Upon the court holds the 
retirement (since the debtor corporation 
was unable to retire the bond at that 
date) but fide 


capital asset held for more than six 


was a bona sale of a 
months. The gain realized is therefore, 
entitled to capital gains treatment. Weis- 
ner, TCM 1961-234. 


Bank loan of 34% million to purchase 
U. Ds 
capital gain permitted of notes with 
coupons attached. In five separate trans- 


notes a genuine indebtedness; 


actions taxpayer in 1956 and 1957 pur- 
chased $3.5 million of Treasury notes 
discount. Of these, 
$1.5 million face value had unmatured 
coupons detached, and were purchased 
at a discount of $41,000. All matured 


at a notes with a 


within one year. To finance the pur- 
chase of the notes, taxpayer borrowed 
the full purchase price from banks, and 
used the notes as collateral, although 
his liability was not limited to such 
collateral. At maturity of the notes the 
proceeds were used to repay the loan. 
The court holds interest payments on 
the bank loans are deductible. It also 
holds that the discount of $41,000 real- 
ized on the $1.5 million of notes was 
capital gain, and not ordinary income 
as contended by the Commissioner. The 
court conceded that an artificial dis- 
count may be created when notes are 
sold with coupons detached and points 
out that Code Section 1232(c) covers 
such a situation by treating the gain on 
sale or redemption as ordinary income. 
However, that section specifically ex- 
empts bonds purchased before January 
1, 1958 with detached interest coupons 
which are payable within 12 months so 
that, in taxpayer’s situation, Section 
1232(c) is inapplicable and the income 
is capital gain. Hood, TCM 1961-231. 


Loss denied for failure to establish 
basis in stock. In 1952, taxpayer lent his 
son $9,500 for the operation of a beauty 
supply business. As evidence of the debt, 
taxpayer received from his son promis- 
sory notes totaling $9,500. Later that 
year, taxpayer gave back the notes to 
his son in exchange for 300 shares of 
stock in the beauty supply corporation. 
The corporation was dissolved in 1953, 
and in 1954 taxpayer claimed a capital 
loss of $9,500 for the worthlessness of 
the 300 
taxpayer must prove his basis for the 300 
loss. Al- 
though the stock apparently had an 
market 
quired by taxpayer, no evidence was in- 


shares. This court ho!ds that 


shares in order to establish a 


ascertainable value when ac- 
troduced regarding this value at the 
trial. Thus, taxpayer is not entitled 
to a capital loss. Little, DC Ariz., 6/27/ 
61. 


Corporation’s real estate activity not 
imputed to its president; his gain on 
real estate sale is capital. Taxpayer was 
president and owned 60%, of the shares 
of two corporations engaged in the de- 
velopment and sale of real estate; he 
also had interests in other corporations 
similarly engaged. In two separate trans- 
actions taxpayer sold an option to pur- 
chase a tract of land, and a half interest 
of another tract of land to each of the 
corporations of which he was president; 
he reported his profit as capital gain. 
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The commissioner contended that the 
gain was ordinary income on the ground 
that the gain was from the sale of prop- 
erty held by taxpayer primarily for sale 
to customers in the ordinary course of 
his trade or business. The court dis- 
agreed finding that taxpayer’s business 
was that of a corporate executive, and 
that the real activities of the 
various corporations taxpayer controlled 
cannot be imputed to him to make him 
a dealer in real estate. As an additional 
ground, the court finds that a sale of an 
option to purchase real estate is differ- 
ent from sale of real estate and that 
since taxpayer had never before sold an 
option, he was entitled to capital treat- 
ment. The court rejects the Commis- 
sioner’s argument that taxpayer in no 
event is entitled to capital gain treat- 
ment if he cannot qualify under Section 
1237 of the 1954 Code (which permits 
qualified taxpayers to subdivide prop- 
erty and obtain capital treatments) hold- 
ing that if taxpayer can obtain capital 
gains treatment under another section 
of the Code, Section 1237 is not appli- 
cable. Gordy, 36 TC No. 84. 


estate 


Sale of annuity contract results in or- 
dinary income. In 1934 taxpayer pur- 
chased a 20 payment guaranteed endow- 
ment annuity from a life insurance com- 
pany. Taxpayer paid total premiums of 
$18,700. Eight days prior to its maturity 
in 1954, taxpayer sold the policy to his 
$26,800, its cash sur- 
render value, and reported the gain as 


tax attorney for 
capital. Taxpayer had purchased an- 
other similar policy in 1936, sold this 
policy to his tax attorney in 1955 and 
also reported this gain as captal. The 
Commissioner contended that the gain 
realized by taxpayer should be ordinary 
income. The court agrees, finding that 
although there was a bona fide sale of a 
capital asset, taxpayer could not convert 
ordinary income into capital gain by 
The 
increase in the 


reason of the sale. court stresses 
that the of the 


policies was due to the accumulated in- 


value 


terest on the policies and upon sur- 
render of the policies taxpayer would 
have had ordinary income. The court 
concludes that this case is indistinguish- 
able from Arnfeld (163 F.Supp. 856, Ct. 
Cls., cert. den. 359 U.S. 943) in which 
a bona fide sale of an annuity contract 
three days prior to maturity was held 
not to convert into ordinary income 
what would otherwise have been capital 
gain. The court also rejects taxpayer's 
argument that the gain should be in- 
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cluded in  petitioner’s gross income 
ratably in the year of receipt and the 
two preceding taxable years under Sec- 
tion 72(e)(3) of the Internal Revenue 
Code of 1954 (which provides for such 
treatment if a lump sum is received 
“under an annuity contract,”) on the 
grounds that this section does not apply 
to the sale of an annuity contract. Roff, 


36 TC No. 80. 


Capital gain allowed on transfer of 
exclusive right to use patent in one 
industry. ![Non-acquiescence| ‘Taxpayer 
invented a closure joint and made an 
application for patent rights. In 1945 he 
transferred to a corporation certain non- 
exclusive rights under his patent appli- 
cation, but granted the corporation the 
exclusive right to use the closure joint 
in the manufacture of gate valves. Tax- 
payer received royalties pursuant to the 
transfer agreement in the year 1951 to 
1953 and reported the income as capital 

The 
these amounts received should be 


gains. Commissioner contended 
that 
ordinary income. The Tax Court held 
that the amounts received were capital 
gains under Section 117(q) of the 1939 
Code (now Section 1235), which pro- 
vides capital gains treatment upon a 
transfer of “all substantial rights to a 
patent” on the authority of Curruthers 
(219 F.2d 21), which holds that a trans- 
fer of an exclusive right to use a patent 
transfer of all sub- 
stantial rights in a patent. Estate of 
Laurent, Sr., 34 TC 385, non-acq., IRB 
1961-36. 


in an industry is a 


FNMA stock is non-capital asset of 
mortgage company. Taxpayer Mortgage 


Company was engaged in originating 


and developing first mortgage loans, 
selling them to investors and servicing 
for the account of the in- 


the loans 


vestors. As an incident to its business, 
taxpayer sold mortgages to the Federal 
National Mortgage Association (FNMA), 
receiving part of the proceeds of the 
sale in $100 par value FNMA stock. As 
FNMA Charter Act, 


taxpayer was requested to make this 


required by the 


purchase at par. The market value of 


FNMA stock at the time of 


the pur- 
chase was approximately 50% of its par 
value. Taxpayer treated the FNMA 
stock as a non-capital inventory asset 


reporting loss on sale of the stock as 
ordinary loss and adjusting the FNMA 
stock on hand at the end of each year 
to reflect the then market price of the 
The contended 


shares. Commissioner 


¢ November 1961 


that the stock constituted a capital asset 
relying on Rev. Rul. 58-41 (1958- ICB86) 
which provides that payment for FNMA 
stock must be. capitalized and that such 
stock constituted a capital asset. The 
Tax Court holds that FNMA stock is 
not a capital asset but rather an inven- 
tory item and that the resulting loss is 
deductible as an ordinary loss. The court 
does not draw any conclusions from the 
1960 Amendment to Section 162 of the 
1954 Code which allows an ordinary 
business expense deduction if FNMA 
stock is purchased above the fair market 
value of the stock, McMillan Mortgage 
Co. 36 TC No. 94. 


Oral instructions to broker on lots of 
stock to be sold is sufficient identifica- 
tion. In Rev. Rul. 61-97 the IRS riled 
that where shares of stock are directed 
to be sold, such shares having been pur- 
chased by taxpayer in different lots on 
different dates and left in the broker’s 
custody, an adequate identification is 
effected within Regulations 1.1012-1(c) 
(3)(b) if the taxpayer-seller (1) specifies 
to the broker in writing the sequence 
in which the shares are to be sold; (2) 
identifies the shares to be sold either by 
their purchase date, cost, or both; and 
(3) receives a written confirmation of 
the specification from the Agent. The 
IRS announces that written in- 
structions, under (1) above, are unneces- 
sary, implying that oral specification is 
sufficient. The previous ruling was not 


now 


intended as a “tighening up by the 
Service of the * * * Regulations.” TIR 
No. 334 (8/17/61). 


DEPRECIATION 


Railroad retirement losses. The Commis- 
sioner withdraws his previous non-ac- 
quiescences and now acquiesces in three 
cases holding that under the retirement 
system of accounting, retirement losses 
are not reducible by pre-1913 deprecia- 
tion. Boston and Maine Railroad, 16 TC 
1517, Los Angeles & Salt Lake Railroad 
Co., 4 TC 634, Oregon Short Line Rail- 
road Co., 14 TC 401, Union Pacific Rail- 
road Co., 14 TC 401, acq., IRB 1961-36. 


Depreciation is based on useful life in 
business; must reflect estimated salvage 
or resale value. Taxpayer leased auto- 
mobiles and sold them at the conclusion 
of the leasing period. The average re- 
sale value over a 3-year period of all 
cars sold was somewhat higher than 
60%, of cost; the average period of use 


was about 17 months. The court finds 
that there is nothing in the record to 
indicate that use by the Commissioner 
for depreciation purposes of 60% of 
cost as the salvage or resale value was 
unreasonable, or that the average use- 
ful life in taxpayer’s business of 18 
months was unreasonable. Gains from 
the sale of the leased cars by taxpayer, 
who was also in the business of servicing 
cars and selling used cars at retail, are 
held taxable as ordinary income. Roddy, 
TCM 1961-228. 


Deductions. for charities sustained; use- 
ful life of office building determined. 
On the facts, the court sustains the tax- 
payer’s deduction of $750 for charitable 
contributions to a church, the Commis- 
sioner having allowed only $250. The 
court also sustains the Commissioner’s 
determination of a 25 year useful life 
for depreciation of an office building 
instead of a 15 year life as claimed by 
taxpayer. Evidence as to cracks in the 
walls of the building, and that two doors 
had to be replaced, was not shown to 
have any affect on the useful life. Jack- 
son, TCM 1961-227. 


U. S. will not appeal duPont container 
case. Heavy steel containers made to 
I.C.C. specifications were used by du 
Pont for shipping various gases to in- 
dustrial consumers. To encourage their 
return, du Pont charged a deposit on 
each cylinder and made refunds long 
after the 90-day period allowed in their 
sales contract. The corporation con- 
tended that the unreturned cylinders 
were disposed of by “involuntary con- 
version” and claimed capital gain treat- 
ment for unclaimed deposits over three 
years old. The Court of Claims agreed, 
rejecting the 
tion that ordinary income was realized, 
and distinguished Nehi Beverage Co., 
(16 TC 1114 (1951)), on which the Gov- 
ernment relied. The basis for this dis- 
tinction was the containers themselves. 
The glass in the Nehi case could be 
presumed destroyed if not returned, but 


Commissioner’s conten- 


steel in the du Pont case presumably 
was sold, exchanged or involuntarily 
converted. [See comment JTAX, August 
1961, page 117.—Ed.] The Government 
has announced it will not seek an ap- 
peal of this decision. du Pont, Ct. Cls. 
4/7/61. 


Allocation of basis to land and build- 
ing determined for depreciation. Tax- 
payer had been organized to acquire 
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real estate. It allocated $800,000 of the 
$950,000 acquisition cost to the buildings 
and based its depreciation on an 18 year 
The Commissioner deter- 
mined a greater allocation to the land, 


useful life. 
and a useful life for the buildings of 30 
years. The court accepts the land bases 
as determined by taxpayer, but finds 
the useful life of the depreciable proper- 
vies aS 


[CM 


25 years. Davidson Bldg. Co., 
1961-247. 


Can't write off indefinitely renewable 
network contract. Taxpayer purchased 
station. 
\mong the assets was a network affilia- 


all the assets of a_ television 
tion contract with NBC which had seven 
months remaining of its two-year term. 
[he contract was automatically renew- 
able indefinitely for two year terms ex- 
written termination 
NBC or the 


among the assets purchased were 183 


cept upon notice 


from either station. Also 
contracts for spot advertising. The Com- 
missioner disallowed depreciation 
and the Tax Couri 
Taxpayer has failed to show a 
for the affilia- 
tion contract. Clearly taxpayer did not 


on 


these two assets 
agrees. 
determinable useful life 
pay $5,000,000 for a seven month con- 
tract; it was reasonably certain of some 
renewals. And the renewals were not 
new contracts with new useful lives but 
a continuation of the useful life of the 
original contract. Evidence of an in- 
dustry practice of two renewals is not 
convincing. That the contract was in 
fact terminated after only one renewal 
is immaterial; that could not have been 
known in the years in question. As to 
the spot commercials, taxpayer did not 
purchase individual contracts but a mass 
asset which had no determinable useful 
life. Westinghouse 


Inc., 36 TC No. 93. 


Broadcasting Co., 


DEDUCTIBILITY 


Can’t deduct repayment of fraudulent 
insurance claim. In 1949, a fire occurred 
in a feed and seed store operated by 
taxpayer. Thereafter, taxpayer recovered 
$33,000 from various insurance com- 
panies for a claimed inventory loss. On 
his books, taxpayer recorded the $33,- 
000 as a reduction of 1949 purchases. 
In 1951, the insurance companies com- 
menced a civil fraud action against tax- 
payer, Claiming that taxpayer submitted 
fraudulent inventory losses growing out 
of the 1949 fire. In 1952, a judgment 
was entered into the amount of $33,- 
000 and taxpayer claimed a deduction 


in that year for the amount of the judg- 
ment, plus interest. For the years 1955, 
1956 and 1957 taxpayer claimed a net 
operating loss carryover based on the 
1952 deduction. The Commissioner 
originally allowed a deduction of $8,000, 
the amount paid on the judgment, but 
subsequently contended that no deduc- 
tion allowable. The court holds 
that there is no net operating loss carry- 


was 


over since taxpayer was not entitled to 
any deduction for the year 1952; to per- 
mit the would frustrate a 
policy of the state 
against the making of false representa- 
tions in presenting insurance claims for 
losses. The court notes that taxpayer’s 
acts violated a state penal statute and 
that, therefore, taxpayer’s expenses in 
paying the judgment could not be con- 
sidered an ordinary business expense of 


deduction 


sharply defined 


the taxpayer. The court holds, however, 
that interest would be 
proper but disallows taxpayer the de- 


an deduction 
duction since taxpayer is already receiv- 
ing the benefit of the $8,000 deduction. 
O’Brien, 36 TC No. 98. 


Cost of parking lot includes cost of 
demolishing residences. 
quired five residential properties ad- 


Taxpayer ac- 
jacent to commercial properties which 
it owned or leased. It later demolished 
the dwellings on all five properties and 
converted four of them into parking 
lots. Rental income from the dwellings 
during the intervening period was 
nominal. The court denies taxpayer a 
deduction for the demolition costs rul- 
ing that taxpayer failed to prove that 
its intention at the time it purchased 
the properties was other than to de- 
molish or remove the improvements. Ac- 
cordingly the costs of demolition must 
be added to the cost basis of the land. 
It also holds the cost of having a high 
pressure gas line relocated so that the 
property could be used as a parking lot 
was made to adapt the property to a 
new and different use, and therefore 
constituted a capital expenditure rather 
than a cost of repair. WLS Investment 
Co. Inc., TCM 1961-236. 


Gordon MacRae sings blues; interest on 
treasury note deal not deductible. Tax- 
payer, singer Gordon MacRae, was ad- 
vised to buy treasury notes with bor- 
rowed the 
the loan would be a “good tax deduc- 
tion,” and gain on the notes at sale 


money, because interest on 


would be capital. Taxpayer ordered his 
broker to buy $1 million 134% notes, 
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giving his check for accrued interest on 
the notes, and his personal non-recourse 
note at 214%, interest for the remainder 
of the purchase (the non-recourse fea- 
ture was later eliminated). The broker 
bought and sold (called “a borrowing” 
in the trade) $1 million of the notes on 
the same day through various financial 
middlemen. Eight months later taxpayer 
ordered his broker to sell the notes, 
which he did by again buying and sell- 
ing $1 million in notes through various 
financial middlemen. The court finds as 
a fact that taxpayer did not borrow, nor 
did any financial companies lend, but 
rather that the entire transaction was a 
device for the creation of a tax deduc- 
tion. The Tax Court disallowed the de- 
duction holding that debt 
created. This court affirms, but remands 
for a determination of the amount of 
the taxpayer's loss attributable to his 


no was 


failure to exercise an option to require 
the “lender” to deliver Treasury Notes. 
Section 117(G)(2) 1939 IRC. MacRae, 
CA-9, 8/28/61. 


Expenses for title search deductible. [Ac- 
quiescence] Taxpayers paid a title insur- 
(1) 


whether local taxes were being paid on 


ance company for determining 
property in which they had an interest 
and (2) a title insurance policy. The 
court allows the first expenditure as an 
ordinary and necessary expense paid for 
the management, conservation, or main- 
tenance of property held for the produc- 
tion of income but disallows the second, 
since it is a capital expenditure, which 
would be of benefit for an indefinite 
period. Farwell, 35 ‘TC 454, Acq., IRB 
1961-36. 


Payment for covenant not to compete 
really for deduction 
disallowed. ‘Taxpayers, three partners, 


was goodwill; 
bought out the interest of a fourth. The 
earmarked $18,000 to 
be paid to the outgoing partner for a 
The 
Court, noting that under the facts the 


sales agreement 


covenant not to compete. Tax 
covenant was worthless, ruled that the 
payment was really for the retiring part- 
ner’s share of the firm’s goodwill and is 
therefore a nondeductible capital ex- 
penditure to the partnership. The court 
is influenced by the fact that the out- 
going partner had neither the ability, 
the funds, nor the intention to compete 
with the partnership during the 12- 
month period of the covenant. Even if 
the covenant were important the court 
would still bar a deduction since the 
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covenant nonseverable from the 
goodwill inherent in the partnership as 
a going concern. This court affirms. 


Schulz, CA-9, 8/28/61. 


was 


Can deduct equipment rentals even 
though assets were later purchased. ‘Tax- 
payer leased a number of items of equip- 
ment on leases of varying lengths with 
no purchase options. About a year later, 
taxpayer purchased the equipment from 
the lessor. The court finds that taxpayer 
had no option or understanding as to 
the purchase of the equipment. The 
rental deductions are allowable. Con- 
solidated Rock Products Co., DC Calif., 
8/22/61. 


City’s charges for police and fire are de- 
ductible taxes. The City of Wheeling, 
West Virginia imposes charges for the 
continuance, maintenance and improve- 
ment of the city’s police and fire de- 
partments. They are imposed at a uni- 
form rate on the owners of buildings 
and tangible personalty in the city and 
are based on a percentage of the value 
of such property. The funds collected 
were commingled with the general rev- 
enue funds of the city; they were not 
earmarked for the departments. The 
IRS rules that the charges are deductible 


taxes within Section 164(a), notwith- 
standing their local characterization as 
“charges for services upon the _ users 


thereof. Neither are they payments for 
a special privilege nor is there any re- 
lationship between the charges and the 
extent of the services provided to those 
on whom the charges are imposed. The 
charges are not measured by the bene- 
them. 


fits which may be derived from 


Rev. Rul. 61-152. 


Must capitalize attorney’s fees incurred 
in defending title to realty. Taxpayers, 
husband and wife, sued for a refund, 
arguing that attorney’s fees and related 
expenses paid by the husband in con- 
nection with two divorce actions insti- 
tuted by the wife, were ordinary and 
necessary expenses incurred for the pro- 
duction or collection of income or for 
the management or conservation of 
property held for the production of in- 
come. The Government contended that 
the fees were either nondeductible per- 
non-deductible 
capital expenditures. The expenses were 
incurred because the wife, in the divorce 
proceedings, had claimed that most, if 
not all, of the property acquired by the 


husband after their marriage was com- 


sonal expenditures or 
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munity property. The husband,  there- 
fore, hired attorneys to assist him in 
arguing that the property in question 
was his separate property. This court 
states that it is well-established that ex- 
penditures, including attorney’s fees and 
related expenses, made in either acquir- 
ing or defending title to property, are 
capital expenditures and are not de- 
ductible for income tax purposes. Thus, 
taxpayers (who incidentally were never 
divorced) must capitalize the amount in 
question and cannot deduct 
Hughes, DC Tex., 7/26/61. 


them. 


WHAT IS INCOME? 


Insurance proceeds are income to stock 
purchasers. Upon the death of a fellow 
shareholder, taxpayers purchased -the 
shares of a closely-held corporation from 
the estate of the deceased shareholder 
and from another shareholder. Tax- 
payers then owned all the outstanding 
shares. Under a prior agreement, the 
proceeds from life insurance policies on 
the life of the deceased shareholder 
were to be a part of the purchase price. 
Taxpayers had been paying one-third 
of the annual premiums on the policies. 
The taxpayers contended that they were 
not taxable on the proceeds on the in- 
surance policies which were used to pay 
part of the purchase price for the stock. 
They argued the general rule that 
proceeds of life insurance policies are 
excluded from gross income if paid by 
reason of the death of the insured. The 
Commissioner pointed to the exception 
to the general rule which is where there 
is a transfer of a life insurance contract 
for a valuable consideration. Under the 
exception, the amount to be excluded 
from gross income is limited to the con- 
sideration and premiums paid by the 
This court holds that the 
proceeds were constructively received by 
the taxpayers and that the taxpayers 
must include in their respective gross 


transferee. 


incomes the proceeds in excess of pre- 
miums paid. Monroe, DC Ala., 6/28/61. 


Proceeds of crop sold before year end 
not constructively received then. Tax- 
payer, a rice farmer, harvested and de- 
livered his crop to an agricultural co- 
operative association, of which he was a 
member, in 1957. In 1958, taxpayer re- 
ceived an advance of $17,959.50 on the 
rice, and he received the net balance of 
the ultimate sale price of the crop later 
that year. The Government contended 
that the transfer of the rice to the as- 


sociation constituted a sale and that the 
advance of $17,959.50, actually received 
in 1958, had been constructively received 
by taxpayer in 1957. This court, on mo- 
tion for judgment notwithstanding the 
jury’s answers to interrogatories, upholds 
the jury findings and rules that delivery 
by taxpayer of his 1957 rice crop to the 
association was not a sale, but was a de- 
livery to taxpayer’s agent for the pur- 
pose of selling the rice. In short, the 
transaction was a bailment out of which 
taxpayer did not realize income in 
1957. Further, this court holds that even 
if the transaction were a sale to the as- 
sociation, taxpayer did not constructive- 
ly receive income in 1957 because the 
terms of the transaction indicate that he 
could not have demanded payment dur- 
ing that year. Thus, the proceeds from 
the rice crop are taxable in 1958. Oliver, 
DC Ark., 5/5/61. 


No part of lump sum condemnation 
award excludable as severance damage. 
A jury awarded taxpayer a lump sum 
payment from the State of Minnesota in 
payment for condemnation of part of 
his property. Taxpayer excluded the en- 
tire amount of the award as represent- 
ing severance damages to the retained 
property. The Commissioner contended 
the full award was given for the prop- 
erty condemned and is includible in in- 
come. The court agrees with the Com- 
missioner in the absence of a showing 
that an ascertainable portion of the 
award was allocated to severance dam- 
ages. [Such damages reduce the basis of 
the retained property.—Ed.] It also rules 
that the part of the award designated as 
interest is compensation for the period 
during which the taxpayer neither had 
the property nor the money and is ordi- 
nary income. Norby, TCM 1961-219. 


Payments which could be used for either 
an extension of license or purchase are 
non-taxable. of a 
trade-mark, had licensed it, for royalties, 
under an agreement giving the user an 
option to buy it for $350,000. The user 
could extend the licensing period for 


Taxpayer, owner 


another five years upon payment of 
$50,000. This payment would also ex- 
tend the option but at the reduced price 
of $300,000. The user paid taxpayer the 
$50,000 to extend the license and the 
option period. Taxpayer sought to defer 
the reporting of this amount until the 
purchase option either lapsed or was 
exercised. The Commissioner contended 
that the money was received under a 
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claim of right with no restriction as to 
its use for the extension of the license 
agreement and should therefore be re- 
ported as ordinary income in the year 
received. This court, in affirming the 
fax Court, finds that although the pay- 
ment was made, at least in part, for the 
extension, the variation in price be- 
tween the two purchase options indi- 
cates also an intent that the $50,000 be 
applied against the purchase price. The 
$50,000 payment was not susceptible of 
allocation between consideration of ex- 
tension of the agreement and payment 
on account of the purchase price should 
the option be exercised. Thus, the Tax 
Court was not clearly in error in a low- 
ing taxpayer to wait until the purchase 
option is exercised or lapses before it 
must include the amount in its income. 
The Dill Co., CA-3, 8/8/61. 


Payments from state fund for improve- 


ments were income. Taxpayer was re- 
quired by Maryland law to pay a por- 
tion of its parimutuel take into a special 
administered by the from 
make withdrawals for 
capital improvements. Taxpayer created 


fund state 


which it could 
the withdrawals as a subsidy from the 
state, excludable from income. Under a 
slightly different earlier version of the 
Maryland law, the courts had held the 
This 
holds these withdrawals are income too. 
Maryland Jockey Club, CA-4, 6/19/61. 


withdrawals were income. court 


*No income on transfer of reserve to 
surplus. During the 1930’s taxpayer was 
threatened with a patent infringement 
suit for certain parts used in its autos. 
Each year it accrued a reserve to cover 
its possible liability. It had a tax bene- 
fit in those years as a result of this de- 
after 
1940 because the parts were no longer 
used. The infringement litigation was 


duction. No accruals were made 


settled some years later, and in 1950 tax- 
payer terminated the reserve and trans- 
ferred the amount to surplus. The court 
upholds taxpayer that no income was 
realized in 1950 by this transfer. [The 
question of adjustment 
could be made to the earlier years un- 
der Section 1311, mitigating the statute 
of limitations, was not discussed. That 


whether an 


section does not seem to be applicable. 
Ed.] Studebaker-Packard Corp., DC 
Ind., 6/13/61. 


Contribution by customer for dock im- 
provement treated as compensation for 
services to be rendered. Taxpayer en- 


tered into an operating agreement with 
Freeport Sulphur providing that only 
Freeport could bring sulphur to tax- 
payer’s dock for discharge. Except for 
its agreement with Freeport as to vessels 
carrying sulphur, taxpayer was free and 
did unload vessels at its dock for others. 
Freeport also leased some dock handling 
facilities at a nominal amount. Taxpay- 
er and Freeport each paid half the cost 
of lengthening and strengthening the 
dock so as to permit larger vessels to 
unload sulphur. The court holds the 
cost of the improvement by Freeport is 
includible in taxpayer's income as a 
payment in aid of construction which 
was made in return for services rendered 
or to be rendered. It did not agree with 
taxpayer that the improvement was un- 
dertaken as a lessee since taxpayer did 
not lease the dock or the land on which 
it stood to Freeport but rather retained 
complete ownership and control thereof. 
Northeast Coal & Dock Corp., TCM 
1961-199. 

Cowden contract valued on remand. 
Taxpayer leased property to Stanolind 
for deferred payments. The Tax Court 
had originally ruled that since the lessee 
was willing and able to make the bonus 
payments in cash upon execution of the 
agreements, the lessors were in construc- 
tive receipt of the full amount. Upon 
remand from CA-5, (which held that the 
willingness to make the bonus payments 
in cash should not by itself have been 
determinative of the question as to 
whether the lessor received cash) the 
that 
under the bonus agreement was that of 


court now finds the obligation 
a solvent debtor, was payable uncondi- 
tionally, was assignable and readily con- 
vertible into cash, and hence was to be 
included in income as the equivalent of 
the extent of its fair 
Cowden, TCM 1961-229. 


cash to market 


value. 


Funds in dealer’s reserve account held 
not taxable income to cash basis dealer. 
Taxpayer, a cash basis automobile 
dealer, sold cars under the usual financ- 
ing plan whereby the customer imme- 
diately paid taxpayer that part of the 
customer’s note representing the pur- 
chase price of the car. The part cover- 
ing the finance charge was credited by 
the the 
name of taxpayer when payments were 


bank to a reserve account in 


made by customers. Conversely, the re- 
account was charged when losses 
were sustained by the bank on notes it 
took from taxpayer’s customers. Under 


serve 
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the terms of the arrangement, taxpayer 
was not entitled to any amount in the 
reserve account until the account 
reached the sum of $30,000. In view of 
the holding in Hansen (360 U.S. 446) 
that accrual basis dealers do realize in- 
come when credits are posted to their 
reserve account, the parties stipulated 
that the was whether tax- 
payer’s cash basis properly reflected his 
income. The court holds it does. Since 
the account never reached the sum of 
$30,000, taxpayer had no right to re- 


issue here 


ceive any of the funds in the account 
and had no possession of them. Thus, 
no part of the reserve account is in- 
come to the taxpayer. Dalton & Ely 
Motor Co., Inc., DC Ky., 7/10/61. 


ACCOUNTING METHODS 


Installment method denied; notes of 
third party exceed 30% of price. Tax- 
payer’s corporation sold its assets and 
liquidated. Taxpayer received cash and 
notes of the third party purchaser and 
reported the liquidation on the install- 
ment basis. The Commissioner denied 
the use of Section 453 because the notes, 
when added to the cash, exceeded 30% 
of the sales price. The Tax Court agrees 
with the Commissioner. The installment 
rules cannot apply because the payments 
in the year of sale exceed 30% of the 
price. The notes must be included in 
this computation since they are evi- 
dences of indebtedness of a third party 
not of the “purchaser”, (in this case the 
liquidating 
TC No. 77. 


corporation). Freeman, 36 


Court approves election to report by 
installments in year following sale. In 
1952, taxpayers sold certain real estate 
at an agreed price; they received a non- 
negotiable promissory note for the full 
amount. The terms of the note provided 
in event of default and foreclosure, no 
taken 
against the maker except as to accrued 


deficiency judgment could be 
interest, and the note also granted to 
the maker the option of reconveying 
the land to taxpayers at any time in can- 
cellation of the principal amount of the 
note. The first substantial payment was 
not received by taxpayers until 1953, 
and taxpayers, in their return for that 
year, reported receipt of the payments 
on the The 
ernment contended that taxpayer was 
not entitled to the installment sale pro- 
visions because of failure to elect such 
treatment in the year of sale. This court 


installment method. Gov- 
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rules for the taxpayers, noting that 
neither the statute nor Regulations ex- 
pressly require an election of install- 
ment method. Further, the sale was con- 
ditioned so that producer could have 
been relieved of his bargain at any time 
and also the sale was reported as an 
while the return 
the year of sale was still open to adjust- 
ment. Therefore, the taxpayers may 
elect the installment method of report- 


installment sale for 


ing gain under these facts in the year 


following the sale. Nunn, DC Ky., 


7/25/61. 


Subsidiary’s losses after control was lost 
can be carried back against its gains 
during consolidation. An accrual basis 
filed 


dated returns with its wholly-owned sub- 


calendar-year taxpayer consoli- 
sidiary from 1937 through 1951 and a 
separate return 1952. It now 
that it should have filed a con- 
solidated return for 1/1 to 7/15/52. On 
July 15, 1952, taxpayer sold 51% of the 


for con- 


c edes 


stock of its subsidiary. The subsidiary 
had a net loss from July 16, 1952 to the 
end of the year. ‘Vhe court holds that 
the subsidiary’s net operating loss subse- 
quent to the termination of the affilia- 
tion can be carried back against the sub- 
sidiary’s income during affiliation. Tax- 
payer is also given credit for taxes paid 
by its subsidiary on income earned dur- 
ing affiliation in 1952. Frelbro Corp. 36 
IC No. 86. 


New law permits automobile clubs to 
spread prepaid membership dues. The 
IRS calls attention to new Section 456, 


effective for taxable years beginning 


Q 


12/31/60. This law generally pro- 
that 


after 


vides membership organizations, 
such as automobile clubs, may now elect 
to spread prepaid membership dues in- 
come ratably over the period it is obli- 
gated to perform services. Formerly, 
such organizations were required to re- 
port prepaid income in the taxable year 
received. See e.g. Automobile Club of 
Michigan, 353 U.S. 180; American Auto- 
mobile Association v. United States 

u.5. 


requisites under this new section, the 


(6/19/61). Among other pre- 


organization must not employ the cash 
method of accounting, it must be or- 
ganized without capital stock, and no 
part of its earnings may be distribu- 
table to any member. A taxpayer may 
elect the benefits of this section without 
IRS consent for its first taxable year be- 
ginning after the effective date. But 
IRS consent is necessary for an election 


-The 
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not made during this period; and once 
the election is made, it is effective for 
all taxable years and may be revoked 
only with the IRS’s consent. TIR No. 
$32 (8/11/61). 


Service income not accruable until fixed 
and determinable. [Acquiescence| Tax- 
payer, an accrual and calendar-year-basis 
taxpayer, provided services and facilities 
to an affiliated corporation that had a 
fiscal year ending February 28. It was 
agreed that the reasonable value of the 
services for a given fiscal year would be 
determined on 2/28 by the president 
and controlling stockholder of both 
corporations. ‘The Commissioner sought 
to have taxpayer include the service in- 
come in its income for the calendar year 
ending two months before the deter- 
mination of the value of the services. 
Tax Court disagreed and ruled 
that taxpayer may report the income in 
its following calendar year. The service 
fees were not fixed or determinable, and 
the basis for their computation was not 
unchangeable until the end of the affili- 
ate’s fiscal year. Emery Kinkead, Inc., 
35 TC 152, acq. IRB 1961-38. 


Dealer’s reserve election doesn’t open 
year closed for all but operating loss 
adjustments. [Acquiescence] Taxpayer 
used-car dealer the 
basis for all items except amounts with- 


was a on accrual 
held by finance companies carrying his 


conditional sales. He reported these 
amounts as income when received. After 
the Supreme Court held in Hansen 
(360 U.S. 446) that the amounts with- 
held by the finance companies are in- 
come at the time of the sale and after 
the Dealers’ Reserves Income Adjust- 
ment Act of 1960 was passed, taxpayer 
elected to come under its provisions. 
This law contained special rules where- 
by dealers moved over to complete ac- 
crual accounting over a period of years. 
It provided that the election to adjust 
the reserves account applied to all years 
the “of 
The Commissioner 
that taxpayer’s year 1955, concededly 


open for assessment any de- 


ficiency.” argued 
open for adjustment of an operating 
loss carried back to it, was therefore, 
open to adjustments of the reserve ac- 
count. The Tax Court disagreed. Under 
analogous sections of the 1939 Code, it 


had been held that a year open for 
operating loss carryback adjustments 


only was not open for other changes. 
The court saw in- 


tent on the part of Congress to permit 


no evidence of an 


years open only for loss carryback to be 
adjusted under the Adjustment Act. 
Bunn’s Auto Sales, Inc., 33 TC 861, acq., 
IRB 1961-38. 


Ordinary income on inventory sold with 
business; cash method not a bar. A 
partnership engaged in the roadbuilding 
business, and reporting on the cash 
basis, sold its business including all of 
its inventory, land, and equipment. The 
sale of the business was not reflected in 
the partnership return nor in the re- 
turns of the individual partners. In com- 
puting the capital gain on the sale, the 
Commissioner treated $12,600 attribu- 
table to the sale of the inventory as 
proceeds of the sale of a non-capital 
asset, thus adding $12,600 to ordinary 
income. Taxpayer objected to the ad- 
justment on the grounds that it would 
place the partnership on an _ accrual 
basis. The court, however, upholds the 
Commissioner maintaining the adjust- 
ment does not constitute a change in ac- 
counting method, but properly treats 
the $12,600 received on sale of inven- 
tory as ordinary income and not as 
capital gain. The court also finds that 
the partnership realized a gain on the 
sale of equipment to a former employee 
for cash and promissory notes, measured 
by the difference between the cash plus 
fair market value of the notes, and the 
basis of the equipment. The promissory 
noies were “property”, and there was no 
showing that they were not worth their 
face value when received. Scully, TCM 
1961-243. 


WHEN IS IT INCOME? 


*Collections on speculative notes bought 
at discount are all return of basis until 
fully 


speculative notes at a substantial dis- 


recovered. Taxpayer purchased 
count. These notes were secured by a 
second deed of trust, ranged from 5 to 
15 years, and provided for monthly in- 
stallment payments. Taxpayer would 
not report any principal payments as in- 
come until he received his cost of the 
note. After return of his cost, taxpayer 
would report further payment as ordi- 
nary The Commissioner con- 
tended that each principal 


income. 
payment 


should be allocated, part to a return of 
cost and part to discount income. The 
court, after finding that the notes were 
highly speculative, holds that where, as 
here, the amount of gain is uncertain 
or that there is doubt whether the note 
will be paid in full, the payment should 
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be a return of cost until the full cost 
has been received. All subsequent pay- 


ments are ordinary income. Lifton, 36 
IC No. 92. 


Both hold-backs and finance charges 
withheld by finance company are in- 
come. Taxpayer sold its products on the 
installment basis and assigned customer 
notes to a finance company without re- 
course. The finance company withheld 
, portion of the purchase price and also 
taxpayer's portion of the finance charges 
Both 
dealer’s reserve 


included in the notes. amounts 


were credited to a ac- 
count on the finance company’s books 
This 


Tax Court, rules 


until certain events occurred. 
court, affirming the 
that the dealer’s reserve is income to 
the accrual-basis taxpayer in the year 
the the 
finance company’s books and records. 
\s in Hansen (360 U.S. 446), taxpayer 


had a fixed right to the reserve subject 


when credited to dealer on 


only to reduction for customer defaults. 
Thus, this court holds that the time of 
acquisition of the fixed right and not 
the time of their actual receipt deter- 
whether have accrued 


mines reserves 


ind are taxable. The fact that the notes 
were assigned without recourse is im- 


saterial. The whole reserve is taxable 
when credited, although a portion of 


the reserve consists of finance charges 


imposed by the taxpayer on its cus- 
tomers and included in the face amount 
of the notes. Although taxpayer argued 
that the finance charges were unearned 
when credited to the reserve, this court 
holds that the finance charge portion 
vas just as available to taxpayer, as the 
rest of the account. General Gas Corp., 
11/61. 


CA-5, 8 
OPERATING LOSSES 


Operating loss reduced by percentage 
depletion in excess of cost. [Old law} 
[axpayer’s operating loss from prior 
ears is reduced in 1953 by the excess of 
percentage depletion over cost depletion 

that year. The Code so provides and 
since taxpayer had no cost for its sand 
nd gravel, the entire percentage deple- 
tion is eliminated. [The 1954 Code does 
not require that operating /osses be re- 
duced by the excess of percentage over 
st depletion.—Ed.] Pacijic Roc ke 
Gravel Co., CA-9, 8/30/61. 


denied for 
carryforward 


loss deduction 
substantiate 


from prior year. ‘Taxpayer contends he 


Oher " 
Operating 


failure to 


is entitled to a net operating loss de- 
duction in 1952 and 1953 based on a 
net operating loss carryover from 1951 
sustained in his trade or business as a 
promoter. The court denies the deduc- 
tion holding that: (1) taxpayer failed to 
substantiate by satisfactory evidence the 
amount of the loss in 1951, and (2) even 
assuming the loss as contended was in- 
curred in 1951, no evidence was offered 
with respect to taxpayer’s income for 
1950, 
any 


which must be used to reduce 
1951 
ered as a carryover to 1952 and 1953. 


Dowd, TCM 1961-238. 


loss before it can be consid- 


Net operating loss deduction does not 
include losses 
rental property under the 1939 Code. 
[Old law| Decedent was engaged in the 
business of renting and managing real 


sustained on sale of 


property. He had sustained a substantial 
1951 from the 

The administrators of 
estate contended that the loss arose from 


loss in sale of rental 


property. his 
the trade or business carried on by de- 
cedent 
to the benefit of a net operating loss 


and, therefore, he was entitled 
carryback. The Government contended 
that the loss was “‘not attributable to the 
operation of the trade or business regu- 
larly carried on by the taxpayer.” This 
court finds that although the property 
was used in the trade or business, the 
loss from the sales was not attributable 
to the operation of the business regular- 
ly carried on by the decedent because 
the decedent was not regularly engaged 
in selling realty. Thus, the property was 
not “attributable” to the operation of 
his business and the claim to the net 
operating loss carryback is denied. [The 
result of this case would be exactly op- 
posite under Section 172(d)(4) of the 
1954 Code as this section specifically 
provides that real property used in the 
trade or business shall be treated as at- 
tributable to the trade or business, and 
the losses sustained in the sales of such 
property are includible in the net 
operating loss deduction—Ed.] Wagner, 
DC N. Y., 6/29/61. 


EPT 


World War II excess profits tax deter- 
mination not appealable. Taxpayer's 
liability for excess profits tax required a 
decision as to its right to use a construc- 
tive average base period net income and 
as to the method of computing construc- 
tive average base period net income. 
Taxpayer appealed from the decision of 
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the Tax Court and this court holds that 
it has no jurisdiction. Section 732(c) of 
the 1939 Code, which provides that the 
determinations of such questions shall 
not be reviewed or redetermined by any 
court or agency except the Tax Court, 
is applicable. Moreover, the 1954 Code 
has not disturbed the continuing effec- 
tiveness of Section 732(c). Taxpayer's 
appeal is dismissed. Pure Transportation 
Company, CA-7, 6/30/61. 


Subsidiary corporation must pay higher 
excess profits tax (Old Law). Taxpayer 
was a corporation in which a group of 
not more than four persons controlled 
more than 50% of its stock, and this 
same group controlled more than 50% 
of its parent corporation’s stock during 
1950. Further, the parent corporation 
was engaged in a trade or business sub- 
stantially similar to the trade or business 
of a taxpayer. This court holds that the 
above facts do not make the taxpayer a 
new corporation within the provisions 
of Section 430(e)(2)(B)(ii) of the 1939 
Code, and thus taxpayer is denied the 
benefits of the lower excess profits tax 
ceiling provided for by Section 440(e)(1) 
of the 19389 Code. Theatre Concessions, 
Inc., DC Fla., 6/17/61. 


Korean EPT accrues in 1950. The Kor- 
ean Excess Profits Tax Act became law 
on January 3, 


come for 1950. The court holds that the 


1951 and applied to in- 


tax for 1950 accrued on December 31, 
1950 for the purpose of determining 
equity capital. Ladish Co., DC Wisc., 


7/17/61. 


EPT equity capital determined. From 
an analysis of the transaction leading to 
the formation of taxpayer-corporation, 
the court determines its equity invested 
capital for purposes of the World War 
II excess profits tax. American Steel 
Foundries, Ct. Cls., 4/7/61. 


EPT 
Korean 


Income from patents not ab- 


normal The 
profits tax exempted abnormal income 


income. excess 
from “exploration, discovery or pros- 
pecting.” Taxpayers contended the in- 
come that was received from patented 
products growing out of their own re- 
search was exempt under the heading of 
income from “discovery.” The Supreme 
Court rejected this contention. The con- 
text makes it clear that the income to 
be exempted was from the discovery of 
mineral resources. G. D. Searle & Co.; 


Polaroid Corp., Sup. Ct., 6/12/61. 
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IRS in 60-31, seen as going beyond 


case law on deferred compensation 


by RALPH S. RICE 


In Revenue Ruling 60-31, the IRS set forth at length and with several examples 


its position on the taxation of deferred compensation. Professor Rice analyses the 


ruling in the light of the previously developed case law and points out the areas 


in which it settles doubts. He notes particularly the questions on which it takes 


a more liberal attitude than the courts or Congress and concludes with some funda- 


mental questions about the wisdom of the IRS’ making policy in this way. 


HE SIMPLEST method of spreading em- 
j bpebocts income is for an employer 
to agree with an employee to postpone 
payment of salary; the lack of restriction 
has made informal deferred compensa- 
tion plans most attractive to tax coun- 
selors. However the courts and the 
Commissioner in past years have been so 
vague about the scope of the device that 
many have, in terrorem, been extreme- 
ly cautious in using it. In February 
1960, the Commissioner clarified his posi- 
tion considerably by issuing Rev. Rul. 
60-31 and it is now possible to be more 
certain about the circumstances and the 
extent to which tax savings through de- 
ferred compensation arrangements are 


currently allowable. 


Benefit and constructive receipt 


Courts commenting on deferred com- 
pensation arrangements have sometimes 
expressed their views in terms of a so- 
called “economic benefit” doctrine. This 
is a grandiose way of saying that income 
will be. attributed to a taxpayer who is 
on the cash basis even though he re- 
ceives something besides cash. Cases in 
this area become quite difficult to dis- 
tinguish. For example, notes and checks 
have been held to constitute income. On 
the other hand, it appears clear that “A 
mere promise to pay, not represented 
by notes or secured in any way, is not 
regarded as a receipt of income within 
the intendment of the cash receipts and 
disbursements method.” 

A second concept much discussed in 


deferred compensation cases is construc- 
tive receipt. The basic theory respecting 
the constructive receipt doctrine in de- 
ferred income cases is illustrated in Rev- 
enue Ruling 60-31 in the following 
terms: 

“Thus, under the doctrine of con- 
structive receipt, a taxpayer may not 
deliberately turn his back upon income 
and thereby select the year for which he 
will report it. .. . Nor may a taxpayer, 
by a private agreement, postpone receipt 
of income from one taxable year to an- 
COROT ss 


Conditions no longer needed 


This general admonition is not, how- 
ever, given substantial effect in the 
specific examples considered. Indeed the 
ruling significantly expands the useful- 
ness of informal deferred compensation 
devices in cases where it had previously 
been thought necessary to impose some 
condition which the employee would be 
required to fulfill before deferred com- 
pensation could be paid to him. 

The Regulations have for many years 
provided in part that “Income is not 
constructively received if the taxpayer's 
control of its receipt is subject to sub- 
stantial limitations or restrictions.” Pur- 
suant to this rule, a number of devices 
providing for conditions (often purely 
formal) on receipt of deferred compen- 
sation became common. A favorite was 
the requirement that the employee 
should, after formal retirement, render 
services as a consultant in return for 


which payments in the sum stated would 
be made. A similar requirement was that 
the employee after his term of employ. 
ment should not enter into a competing 
employment with another or compete as 
a sole trader or partner. Other condi- 
tions included making the compensation 
contingent upon his total income upon 
retirement, or the length of time the em- 
ployee was employed by the employer, 
or the financial ability of the employer 
to pay after retirement. (The last quali- 
fications particularly are directed toward 
reducing the rights of the employee for 
commercial as well as tax reasons. It is 
clear that many of them will be retained 
for commercial purposes in the future, 
even where not required for tax savings.) 

The effect of such limitations has been 
sharply limited under Example 1 of 
Revenue Ruling 60-31. In that example 
the Commissioner considered circum- 
stances in which an employee under con- 
tract received a ctipulated annual salary 
and additional compensation credited to 
a bookkeeping reserve account. The 
latter amount was to be deferred, ac- 
cumulated, and paid in annual install- 
ments upon retirement of the employee. 
The agreement recited that the money 
was not intended to be held in trust by 
the employer for the employee. The 
payments were not conditioned upon 
the performance of consultative or other 
services, agreements not to compete, or 
the like. It was held that the deferred 
income was taxable to the employee 
only when actually received; the device 
was successful. Hence the existence of 
conditions on payment of the deferred 
compensation appears no longer impera- 
tive to insure that they will not be taxed 
to an employee on the cash basis be- 
fore actual receipt. 

The language of opinions in the past 
has suggested that one factor in attribut- 
ing deferred income to an employee dur- 
ing the year in which he performed serv- 
ices was that the employee might in fact 
have been able to induce the employer 
to make payment during that year rather 
than at a later date. It might be argued 


1It is made abundantly clear in the ruling that 
the possibility that the payor would have been 
willing to agree to an earlier payment is irrele- 
vant; the case of J. D. Amend, 13 TC 178 (1949) 
is cited. However, C. E. Gullett, 31 BTA 1067, 1069 
(1935) is quoted to the following effect: “It is 
clear that the doctrine of constructive receipt is to 
be sparingly used; that amounts due from a cor- 
poration but unpaid, are not to be included in the 
income of an individual reporting his income on 
a cash receipts basis unless it appears that the 
money was available to him, that the corporation 
was able and ready to pay him, that his right to 
receive was not restricted, and that his failure to 











a 


ers PL ae 














that thi 
the cons 
that the 
property 
sired. T 
to rest.1 


Oates c 
It is 
cases fu 
may be 
subject 
area is 
agent | 
with an 
titled t 
he was 
large st 
other a 
that th 
to subs 
from | 
services 
the ag 
renego! 
come. | 
de 
effect 
agent | 


for 


constr 
suant 
which 
the c 
treatec 
basis 
ranger 
On. 
counse 
mitted 
rende1 
ments 
ment | 
The c 
sure t 
a defe 
ternal 
esced 
thoug 
it suk 
escen¢ 
the is 
Wh 
receive 
The eff 
ably it 
stated 
2207 F 
® The | 
farther 
cases \ 
have ¢ 
pensat 
the oes 
where 


down. 
(CA-5 








ed 
re, 


en 


of 


le ) 


he 


en 
le- | 


9) 


69 





that this basic philosophy is a part of 
the constructive receipt concept; that is, 
that the employee could have gotten the 
property at an earlier time if he so de- 
sired. The ruling lays this requirement 


to rest. 


Oates case 


It is now likewise clear that in some 
cases future payments for past earnings 
may be deferred. As all students of the 
subject know, the leading case in this 
is Oates,? 

had retired from service 
with an insurance company. He was en- 


area in which an insurance 


agent active 
titled to renewal commissions, of which 
he was to receive a disproportionately 
large sum during his first year. He and 
other agents agreed with the company 
that these payments should be deferred 
to subsequent years. The payments arose 
effect, 
services rendered) prior to the time that 
the 


from policies sold (that is, in 


the agreement with company was 
renegotiated to provide for deferred in- 
come. It was held that the arrangements 
for deferred income should be given 
that the 


agent should not be held to have had 


effect for tax purposes and 


constructive receipt of premiums pur- 


suant to the terms of the agreement 


vhich he originally entered into with 
but should be 


treated as receiving income on a deferred 


the company rather 
basis pursuant to the subsequent ar- 
rangement. 

On the basis of the Oates decision, tax 
ounsel in some cases subsequently per- 
mitted clients, after services had been 
rendered, to change previous arrange- 
ments which would have lumped retire- 
nent or other income into a single year. 
Che objective of the change was to in- 
sure that payment would be spread, on 

deferred basis. However, since the In- 
ernal Revenue Service had non-acqui- 
esced in the decision, some counsel 
thought that this procedure carried with 
it substantial dangers. This non-acqui- 
escence was withdrawn correlative with 
the issuance of the ruling. 


What does the withdrawal of the non- 


eceive resulted from exercise of his own choice.’ 


he effect of the last clause is not clear; presum- 
bly it is not intended to qualify the general rule 
tated elsewhere in the ruling. 

207 F.2d 711 (CA-7, 1953). 

The Commissioner here to have 
than some 


uses would have required. The fact that parties 


appears gone 


ther toward taxpayer indulgence 

ve changed an earlier arrangement for com- 
ensation to suit their tax convenience has been 
the occasion for critical judicial comment in cases 
avoidance devices have been stricken 
Williams v. United States, 219 F.2d 523 
(CA-5, 1955); George W. Drysdale, 32 TC 378. 


where tax 


down. 


acquiescence signify? It does not, of 
course, mean that a taxpayer will in all 
cases be given carte blanche to make de- 
ferred compensation arrangements after 
income has actually been earned but be- 
fore it has been received by a cash basis 
taxpayer. The only thing that can be 
presumed to be established is that where 
deferment of receipts for past services 
follows the pattern of the Oates case, 
the deferred compensation arrangement 
will not be attacked by the Commis- 
sioner.3 For example, consider circum- 
stances in which the spreading arrange- 
ments (in a case otherwise like Oates) 
were not entered into until after a right 
to the renewal commissions had crystal- 
lized so that the taxpayer could take 
down the payments at any time in his 
sole discretion. Certainly there is no as- 
surance that such an arrangement would 
not be successfully attacked by the Com- 
missioner and income attributed to the 
taxpayer in accordance with the original 
agreement. Indeed there is great likeli- 
hood that the agreement would be so 
contested. 


Entrepreneurs and professionals 


Cases and rulings authorizing defer- 
ment of compensation have not thus far 
been extended to business profits of in- 
dependent enterpreneurs such as brokers, 
professional men and others engaged in 
business enterprises. Apparently tax- 
payers have feared attempting to extend 
informal deferred compensation this far. 
The wisdom of this restraint is empha- 
sized by the ruling. In the fifth example 
there discussed a boxer, his opponent, 
and a boxing club agreed to stage an 
An 
that one boxer (taxpayer) was to re- 


exhibition. arrangement was made 
ceive approximately sixteen percent of 
the gross receipts. However, his share of 
the gross receipts was to be held by the 
boxing club and spread through pay- 
ments to the taxpayer over a period of 
four years. The ruling recited that all of 
the income to be paid to the boxer was 
attributable to him in the year it was 
earned because the boxer was not an 
employee of the boxing club. On the 
contrary, his share of the gross receipts 
from the match belonged to him and 
never belonged to the club. 

Certainly the same rule would be ap- 
plicable in any case involving a joint 
venturer in a business enterprise where 
the funds are held by one joint venturer 
in an attempt to defer income to the 
other. However, an exception (discussed 


below) is made in the Ruling for cases 
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[Ralph S. Rice is professor of law at the 
University of California. This article is 
a condensation of a longer fully foot- 
noted one which appeared in the Jan- 
uary 1961 issue of the Michigan Law Re- 
view.] 





involving authors; this raises a question 
respecting whether the same rule would 
apply where a payor (e.g., a client) de- 
ferred payment to several joint venturers 
(e.g., an associated group of independent 
attorneys). This question is not resolved. 


Authors 

Tax advantages are also made avail- 
able 
which an author sells publication rights 


under certain circumstances in 
for his book. In Example 3 discussed in 
the ruling, specific royalties based on 
cash received from sales of copies of the 
work were agreed upon between author 
and publisher. In a separate agreement 
the parties agreed that notwithstanding 
the first contract, the publisher would 
not pay more than a stated amount per 
year to the author. Sums earned in excess 
of that amount during the year would be 
carried over by the publisher into a suc- 
ceeding accounting period and _ there- 
after paid; he was not required to pay 
interest on such sums or to segregate 
them in any manner. 

The that 
author was not required to report in- 


Commissioner ruled the 
come in the year in which the royalty 
payments were earned, but only in the 
year in which they were to be received. 
Emphasis was placed upon the following 
factors: (1) The two agreements should 
be read as one, and (2) the agreement 


was made before the royalties were 
earned. 
It was ruled that this arrangement 


could not be distinguished from the one 
(Example 1 of the ruling) in which tax 
deferment was authorized where an em- 
ployer agreed to make additional salary 
payments to an employee at a period of 
time commencing five years after services 
were rendered by the latter. 


Security arrangements 


Prior to the adoption of Revenue Rul- 
ing 60-31, courts had concluded that 
amounts paid into a trust which was 
not a “qualified” pension trust but was 
created in order to provide for deferred 
payments to a recipient employee were 
taxable to him when the amounts were 
paid over since they were “irrevocably 
paid out” for his “sole benefit.” This is 


the ils 


of this device to 


because use 
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sure that payment is ultimately made 
to the employee actually represents a 
constructive receipt by him. This view is 
also incorporated in the statute. 

No statute requires this result where 
payment is made in escrow, but it has 
assumed that the Commissioner 
would claim that the taxpayer construc- 
tively received such payments, and the 
ruling confirms this view. At Example 4, 
the question was asked whether a foot- 
ball player realized immediate income 
from a bonus paid by his employer to an 
escrow subsequent payments 
thereafter to be made by the agent to 


been 


agent, 


the player over a period of five years, 
plus interest on the principal amount. 
In the event of the football player's 
death, the proceeds were to be payable 
to estate. It that the 
amounts placed in escrow were income 


his was ruled 
to the football player in the year in 


which they were placed in_ escrow, 
rather than the year in which he actually 
received them. 

This result is consistent with decisions 
in related areas. For example, where 
payment has been made to a commercial 
insurance company for an annuity on 
behalf of an employee whose rights in 
the annuity are fixed, payment by the 
employer represents income to the em- 
ployee in the year in which payment 
was made. Of course, the rights of the 
employee to the annuity would have to 
be fixed in order to create constructive 
receipt of income to him. 

An employer who pays sums into a 
non-forfeitable trust or annuity may 
have a deduction for this amount when 
it is paid even if no formal pension or 
profit-sharing arrangement has _ been 
made. However, this is really irrelevant 
from the standpoint of the objectives of 
informal deferred compensation since 
the device fails where payments are 
taxed to the employee when made by 
the employer. 

It is thoroughly evident that taxpayers 
planning deferred compensation ar- 
rangements other than formal pension, 
annuity and profit-sharing trusts under 
Internal Revenue Code, Section 401 ff. 
should studiously pay- 


in escrow or for 


avoid current 


ments into trusts, or 
annuities on behalf of employees. This 
aspect of previous law has not been 


changed by the ruling. 


Protection against inflation 


It has been noted that in the usual 
case a deferred compensation arrange- 
ment will require that the employer pay 
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a certain sum of dollars to or for the 
benefit of the employee at a subsequent 
period of time. This may be undesirable 
to an employee who fears inflation and 
desires to get the purchasing equivalent 
in (for example) 1975 of dollars earned 
from services rendered in 1961. He may, 
for example, prefer to have the dollars 
otherwise owed to him in 1961 put into 
common stock so that he can get the ad- 
vantage of what he expects to be a rise 
in the market by 1975. 

The employer cannot put money into 
a trust for the employee where informal 
deferred compensation arrangements are 
desired. If he does so and the rights of 
the employee are forfeitable, a deduc- 
tion would be denied to the employer, 
as it would likewise be denied if he had 
invested in an annuity. If the money 
were put in trust, the payment would 
be attributed to the employee imme- 
diately when it was paid out by the em- 
ployer. Obviously, this is the very worst 
planning. 

In order to avoid these contingencies, 
it has been suggested that an employer 
enter into an arrangement with an em- 
ployee whereby he agrees to pay him at 
a future date the equivalent to the value 
of a stated number of shares of a named 
stock. At the time the agreement for de- 
ferred compensation is entered into, the 
employer buys the stocks in his own 
name. The agreement may also provide 
that he will pay additional shares to the 
employee, based on the purchase by him 
annually at a stated date of shares of the 
stock in question, the number of shares 
being equivalent to a stated sum of 
money representing the amount of com- 
pensation intended to be deferred an- 
nually. One burden on the employer 
will still exist: he will not be able to 
take for the amount in- 
vested until payment is actually made to 
the employee; also, he will certainly 
have taxable dividend income from the 
stock during the period prior to pay- 
ment since he has full ownership. More- 
over, when he pays the stock over to the 
employee he will have capital gain as 
to any increase in value. These dis- 
advantages may well be offset in large 
part by the circumstance that when the 
stock is turned over to the employee the 
employer will have a deduction for com- 
pensation to its full market value. 

It was once feared that adverse tax 
consequences might result if the em- 
ployer put these stocks in a reserve—not 
a trust or its equivalent—on his books. 
This issue was presented in Example 2 


a deduction 


of the ruling, the answer is the compen- 
sation is deferred. 

Still another refinement for the bene. 
fit of the employee is illustrated in the 
ruling. Under Example 2, after the em- 
ployer put money into a special account 
and invested it, the earnings from the 
account were credited to the account. 
Thus both the compensation and earn- 
ings from it were deferred. 

Payment to the employee was made 
contingent upon his refraining from en- 
gaging in a competitive business. He was 
also required to be available for consul- 
tation services and retain his interest in 
the plan unencumbered. The device 
was ruled sufficient to defer income to 
the employee until actual receipt of the 
payments. Thus, the employer in effect 
set up a non-qualified pension plan for 
these employees, without creating in- 
come to them at the time the arrange- 
ment was set up. 

Taxpayers should note two features of 
the plan reflected in Example 2; absence 
of either might cause deferment of tax 
to the employee to be lost. 

1. The interest of the employee in the 
payments actually 
Normally it is not necessary (as seen in 
Example 1) to make payments condi- 
tional; yet the Commissioner might con- 
clude that where the employer was 
setting up an informal reserve he could 
do this only where payment to the em- 
ployee was not vested. It must be con- 
ceded that this appears only possible 
rather than probable, but the ruling is 
ambiguous on the point. 

2. The parties were explicit that 
merely an informal reserve account but 
not a trust was involved. Of course if a 
formal trust were used, the device would 
probably have the catastrophic conse- 
quences noted earlier in these comments: 
either income would be attributed at 
once to the employee or the employer 
would lose his deduction altogether. 


was conditional. 


Critique of the ruling 


Every student of our tax structure 
knows that nothing is easier than to 
criticize statutes and rulings of the legis- 
lative and administrative branch of gov- 
ernment; on the other hand, nothing is 
more difficult than to suggest practicable 
and logical alternative solutions. The 
present ruling with respect to informal 
deferred compensation arrangement is 
an apt illustration. The conclusion 
reached, and the manner in which it 
was made, are characteristic of adminis- 
trative determinations made the 
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Service since its inception. However, 
they may fairly raise a question whether 
the ruling did not go too far, and 
whether the system may not be im- 
proved. 

In some respects previous safeguards 
with respect to deferred compensation 
arrangements are not disturbed by the 
ruling. For example, it is still clear that 
deferred compensation arrangements will 
not be approved by the Internal Rev- 
enue Service in the folowing situations: 

|. Payment is made by an employer 
on behalf of an employee in escrow to a 
person who makes deferred payments to 
the employee thereafter. In substance 
the treatment here is the same as though 
the payments had been made in trust; 
by analogy to statutes applying to trusts 
for unqualified pension plans, income 
would be attributed to the employee at 
the 


time 


payment was made to the 


escrow agent. 

2. Where a joint venturer in a busi- 
ness enterprise receives profits which he 
holds for another joint venturer in an 
to defer income to the other, 
attributed to the true 
owner at the time it is received by the 


attempt 


the income is 


other participant. 

One should be 
made with respect to restrictive elements 
of the ruling. It is recited that each case 
must be determined upon its own facts, 


further observation 


and that no advance rulings will be 
given with respect to informal deferred 
compensation payments. Thus, it is 
the Revenue 


Service that taxpayers still come into 


made clear by Internal 
this area at some risk, and that no safe 
conduct on specific facts will be given. 


futhors and attorneys 


Che ruling with respect to authors 
furnishes a fertile source of subjects for 
tax philosophers of the “where will it all 
end” school. 

fo illustrate the uncertain scope of 
the ruling, let us assume that A owns a 
building suitable for use as a depart- 
ment store and leases it to B for sums 
to be computed by reference to B’s gross 
or net income from his store. However, 
the lease also provides that if the lease 
would otherwise 

$5,000 a 
required to set the excess aside for pay- 


payments amount to 


more than year, the lessee is 


ments to the lessor after the lease ex- 


Treas. Reg. Section 1.451-2(a) (1957). Note that 
this appears inconsistent with and may be over- 
uled by Examples 1 and 2 of the ruling, in which 
the employer put funds represented deferred com- 
vensation in a separate account for the employee. 


pired, in the same manner as the royalty 
arrangements in the example given in 
the ruling. 

Would deferment be approved? Pos- 
sibly not, but it is very difficult to see a 
distinction between the cases. 

There are other questions. Suppose T, 
an attorney, works for six months on a 
case and has such a successful termina- 
tion of the litigation that he earns a fee 
of $30,000. He is on the cash basis and 
would like to have the fee spread over 
several years; he cannot spread the fee 
over back years because he did no work 
then and hence cannot qualify for the 
advantageous treatment afforded under 
section 1301. The client is willing to 
spread payment. Should it be said that 
the attorney has income of $30,000 in 
the year the services were rendered 
where the client actually pays him over 
a period of years? 

In the first place, the Regulations 
would attribute the income to him if it 
were credited to his account or set aside 
for him.* Assume, however, that he just 
tells the client to pay him the money in 
five equal installments, and the money 
is never set aside in any sense. There is 
then no constructive receipt under the 
regulation, and it is certainly arguable 
that such a deferred compensation ar- 
rangement should be approved. 

It cannot be said, however, that this 
course is without danger. If a man has 
constructive receipt of interest because 
he can reach out and take it, but fails to 
do so, courts may be inclined to say that 
an attorney who can collect a fixed fee 
from a client but fails to do so likewise 
has receipt of income. 
(However, it should be remembered that 
the ruling makes it clear that the mere 
fact that a debtor was willing ‘to pay 
the creditor at an 


constructive 


earlier date is not 
relevant in determining the success of a 
deferred compensation arrangement.) 
How might T best avoid the danger 
of constructive receipt in these circum- 
stances? In the first place, he should be 
sure that there was no trust imposed on 
the immediate 
tax consequences to the client in any 


fee. This would create 
kind of deferred compensation arrange- 
ment, as the ruling makes clear. Second- 
ly, he assuredly could avoid receipt— 
even if he were on the accrual basis— 
if he and the client did not set a final 
fee for the services but the client merely 
paid him sums on account. (It may be 
understood that practicability of this 
course is doubtful.) Assuming that the 
amount was not fixed except as to sums 
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actually agreed upon and paid annually, 
there could be no income. 

Another way of postponing income 
would appear to be to make the pay- 
ment conditional. A conditional obliga- 
tion can scarcely create income because 
the potential recipient has no vested 
right in it: he must refrain from serving 
others, giving advisory services or the 
like to earn the money at the later date. 
The practicability of this device is like- 
wise—at a minimum—doubtful. 

There is still another problem. Sup- 
pose a publisher segregates the funds. 
This might run afoul of the regulation 
attributing constructive receipt where 
property is set aside for the ultimate re- 
cipient. In the author-publisher case in 
the ruling it was emphasized that the 
publisher was not authorized to segre- 
gate the sums in any manner. 


Compensation + 


Certainly this portion of the ruling is 
bound to invite experimentation on the 
part of tax counsel. There is no logical 
reason why deferment of salary should 
be easier than deferment of fees, rents, 
royalties, interest or other income from 
property. A ruling recognizing the pro- 
priety of deferment of royalties, coupled 
with the alternative methods of insur- 
ing successful tax deferment discussed in 
the preceding paragraphs, is bound to 
stimulate activity throughout the entire 
spectrum of income items, to the em- 
barrassment of tax administration. 


Concessions in ruling 


One critical factor which a student at- 
tempting to evaluate this ruling must 
remember is that informal deferred com- 
pensation is only a part of the entire 
treatment of deferred compensation ar- 
rangements. With this in mind, it should 
be noted that the ruling represents. sub- 
stantial concessions in legitimizing tax- 
payer devices with respect to informal 
deferred compensation which formerly 
had been dubious. 

i. it informal deferred 
compensation devices will be effective to 


is clear that 


postpone income until the sums are ac- 
tually received by the employee, even 
in cases where postponement of such 
payment is not subject to conditions 
(such as that the employee will not com- 
pete with the employer, or will render 
consultative services, and the like). 

2. It is now clear that the mere cir- 
cumstances that the employer might 
willingly have made an earlier payment 
is irrelevant. (This had been thought to 
be the law previously; the ruling seems 
to make it explicit.) 
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3. In at least some cases (such as the 
Oates case) deferred compensation ar- 
made 
earlier arrangements calling for payment 


rangements may be even after 
on a specific earlier date have been 
crystallized. 

Deferred compensation arrangements 
with respect to income from royalties 
(possibly including income from sale of 
literary property) are approved. It is not 
possible to tell whether this rating would 
extend to deferment of rentals and in- 
terest. Still less is it possible to tell the 
extent, if any, to which the ruling will 
apply to profits from the sale of prop- 
erty generally. It seems safe to assume 
that the ruling was intended to be 
limited, but the scope of the ruling is 
not drawn with certainty. 

5. An employer now is permitted in 
informal deferred compensation arrange- 
ments to—in effect—fund deferred com- 
pensation reserves on his books, invest- 
ing the proceeds paid to the appropriate 
accounts in securities or other invest- 
ments which will protect the employee 
who is to be the ultimate recipient from 
inflation. 

It may well be questioned whether 
this expansion of permissible devices for 
informal deferred compensation is wise 
in view of the general statutes which 


authorize certain tax advantages in de- 


ferred .compensation cases under In- 
ternal Revenue Code, Section 401 ff. 
The legislative history behind those 


statutes and the statutes themselves re- 
flect the view that benefits of deferment 
available to sub- 


should be generally 


stantial segments of the working staff of 
the employer without discrimination 
among the members of the group with 
respect to contributions received by them 


The 
statute further requires that an entire 


or their obligation to contribute. 


deferred pension plan be set up in con- 
siderable detail with absolute payments 


to be made to the plan by the em- 


ployer, which under no circumstances 


may be returned to him. 
\s distinguished from this statutory 
structure, we now have a combination 


of judicial pronouncements and _ad- 
ministrative rulings under which defer- 
ment of compensation is authorized in 
far different circumstances. In the plans 
now expanded by the ruling an em- 
ployer can select whomsoever he pleases 
to receive benefits of deferred compensa- 
tion; he can choose several persons and 
discriminate in any manner between 
them; he is not only not required but is 


forbidden to make payments into a trust 
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fund or use a similar device so that the 
employee can rely on something more 
than the mere general credit of the em- 
ployer. (It is true that under informal 
deferred compensation arrangements an 
employee who ultimately receives pay- 
ment cannot get capital gain treatment 
of his deferred compensation, as he 
might if he received such payments 
through a qualified plan under Internal 
Revenue Code, Section 403(a), and that 
a deduction of the employer under the 
informal plan is deferred until payment 
is actually made to the employee.) 

The informal deferred compensation 
arrangements now encouraged by the 
ruling may be compared with still an- 
other device authorized at Internal Rev- 
enue Code, Section 421 under which 
stock options are given to executives. 
These are like informal deferred com- 
that tax 
benefits are available whether they are 
given with or without discrimination to 


pensation arrangements in 


those whom the corporation desires to 
benefit. Here, as in the case of pension 
plans, compensation is deferred and, 
when received, is taxed at capital gain 
rates. Of course, in the stock option de- 
vice (IRC Section 421) the employer gets 
no deduction for the additional com- 
pensation given to the employee; in de- 
ferred compensation arrangements such 
a deduction is available. Consequently, 
it may be expected that the ruling will 
tend to shift executive compensation de- 
vices away from stock options and over 


toward informal deferred compensation. 


Question of policy 


This ruling doubtless resulted from 
strong taxpayer (and perhaps congres- 
sional) pressures. Certainly it may rea- 
sonably be argued that the ruling is sub- 
ject to criticism, and perhaps it goes 
too far in authorizing alternative meth- 
ods of tax deferment to those specifically 
outlined by statute with respect to pen- 
sion plans and stock options. 

As to these points, however, subjective 
views of the propriety of the ruling are 
of relatively minor concern. Its major 
significance lies in a deep-seated malaise 
current in all tax legislation and inter- 
pretation, past and present: Congress, 
courts, administrators and the public are 
still drifting, dreaming and hoping that 
a rational approach to tax legislation 
and administration will come to us. 

For it must be clear that we do not 
here merely measure, for example, the 


scope of the doctrine of constructive re- 
ceipt. Whatever the effect of citing cases 


and regulations may be, the effect of the 
ruling obviously is—on a policy basis— 
to expand the scope of permissible ar- 
rangements for deferring compensation 
in order to make tax savings. We see 
here again a refusal to recognize fairly 
and openly that tax results are not 
shaped by legal dogma but are made 
from day to day on the basis of such 
social, economic, and political pressures 
as are brought to that branch of gov- 
ernment which makes the decision. The 
major fault of this ruling is the fault of 
decisions in general in tax matters: a 
refusal to express the motivation for the 
decision in terms of basic—not legalistic 
—requirements of our taxing system. 

In short, this is a policy decision, but 
where is the policy? To find the answer, 
at least these questions must be answer- 
ed: 

1. Did the representatives of the Serv- 
ice simply get weary of resisting tax- 
payers’ pressures? 

2. Is there a sound basis, social or 
economic, for expanding an alternative 
for deferred compensation to those given 
by statute? 

3. If so, what is the basis? 

4. On what basis is the line between 
permissible and prohibited expansion 
of the device to be drawn? 

Answers to such questions should be 
given us by Congress when laws are 
written, by administrators when rulings 
and regulations are adopted, and by 
courts who often substitute conceptual- 
ism for a discussion of the realities of tax 
administration. 

We 


change we must. In the case at hand, if 


cannot change overnight, but 
it was decided by personnel of the In- 
ternal Revenue Service that its position 
was right but could not practicably be 
supported in the courts, ideally the 
Service should have so stated, withdrawn 
from its previous position, and sought 
legislation. If it was decided that their 
position was wrong and that they should 
withdraw from it, ideally they should 
have explained why they withdrew. 
Until explanations of this sort are made 
by the Service (and until Committee Re- 
ports of Congress include a_ rational 
justification for the law in terms of tax 
economics and social requirements) tax- 
ing statutes, regulations and rulings can 
hardly rise above a congeries of com- 
promises. 

The nature of democracy is that an 
uneasy accord must sometimes be made 
between what is just and what is pos- 


sible. This we cannot avoid, but if we 
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are ever to put tax law to the level of 
adopting what is logical, workable and 
fair, we cannot fall below a minimum 
standard of boldness. Those who make 
our laws and those who interpret them 
by regulation, ruling, and decision must 
be courageous enough to acknowledge 
and defend the factors which motivate 
their policy decisions. When a pattern 
for this kind of ruling is established, a 
long step forward will be taken toward 


bringing our tax structure back to a 
realistic, fair and logical adjustment of 
the burden of each citizen to support 
his government. It is now clear that this 
result can never be reached by piling 
palliative upon palliative, long retreats 
upon short advances, and keeping the 
traditional silences respecting _ basic 
policy decisions of all branches of gov- 
ernment controlling the day-to-day ad- 
justment of our taxing statutes. * 








Cost of living allowance in Alaska for 
U. S. employee exempt. 
United States 


‘Taxpayer, as 
Attorney in Alaska, re- 
ceived a cost of living allowance in ad- 
dition to his salary. He excluded the 
allowance under Section 912. The Com- 
missioner included that amount in gross 
income because taxpayer’s base salary 
was actually determined by the Attorney 
General within the maximum and mini- 
mum prescribed by statute. The Com- 
that 
regulations require that taxpayer’s exact 


missioner contended Presidential 


salary be fixed by statute. The court 
The 


encompass 


holds for taxpayer. Presidential 


regulations persons whose 
salary was determined administratively 
within certain defined statutory limita- 
tions. Munson, 36 TC No. 97. 
*Tax Court approves deferral of insur- 
ance renewal commissions. |Non-acquies- 
nce| Taxpayer was the exclusive gen- 
ral agent in insuarnce 
1955. In 


1955 taxpayer and the insurance com- 


Iowa for an 


ympany from 1929 through 


any entered into a new agreement, 
hereby taxpayer was to receive, in the 
form of an annuity, $500 monthly for 
80 months. The annuity represented 

present value of amounts that tax- 
iver would otherwise have been en- 
itled to receive as renewal commissions. 
that the 


rmination of the exclusive agency was 


The Commissioner argued 
sale or other disposition of taxpayer’s 


ight to renewal commissions. Accord- 


ngly, he argued, the annuity, which is 
property, should be taxable to the extent 
f its fair market value. The Tax Court 
disagreed and ruled that the amounts 
re taxable as an annuity only in the 
year payments are received. The court 
Oates (207 F.2d 


711), which involved substantially simi- 


cited and reafirmed 
lar facts. There was no sale or other dis- 
position of the renewal commissions; the 


innuity was merely a method used by 


this month 


the insurance company to pay taxpayer 
the amounts that would have been due 
The fact 
that taxpayer was given the option to 


him under the old contract. 
receive a lump-sum payment in 1955 is 
immaterial; he had no right to demand 
cash at that date. Also, the fact that tax- 
payer had the right to assign the an- 
nuity contract is immaterial. This case 
is now on appeal to the Eighth Circuit. 
Olmsted Inc. Life Agency, 35 TC 429, 
non-acq., IRB 1961-36. 

IRS issues summary guides for qualifica- 
tion pension plans. The IRS has now 
issued a revised (and exhaustive) com- 
pilation of guides applicable to the 
qualification of pension, annuity, profit- 
sharing, and stock bonus plans under 
Section 401(a). The IRS’ purpose is to 
(1) bring up-to-date the guides which 
have developed as a result of the deter- 
mination of issues relative to the quali- 
fication of plans and trusts; (2) correlate 
the rules which have been evolved with 
the 1954 Code; and (3) codify various in- 
dividual releases. Rev. Rul. 61-157. 


IRS issues guides for pension plan inte- 
gration with Railroad Retirement Act. 
Under Section 401 the Regulations pro- 
vide that if a classification of employees 
under a pension plan, or the like, re- 
sults in greater benefits for employees 
earning above a salary amount, then for 
those below such amount, the plan may 
be discriminatory and not qualify for 
favorable tax treatment. However, if the 
resulting differences in benefits are off- 
set by benefits provided by Social Secur- 
ity or other Federal or state laws, and 
which are not attributable to employee 
contributions thereunder, the plan will 
not be considered discriminatory. The 
IRS now issues elaborate rules in deter- 
mining whether a plan is integrated 
with the benefits provided under the 
Railroad Retirement Act (as amended 








Compensation 


through 1960). Rev. Rul. 61-147. 


Payments to widow taxed; they were 
compensatory. At the death of the vice 
president, the board of directors voted 
to continue the deceased’s salary for 
the remainder of the company’s fiscal 
year. Although no payee was designated 
for the future salary payments, they 
actually were made to the widow. It was 
shown that the company had followed a 
practice of salary continuance payments 
to fiumilies of deceased long-time execu- 
tives. The court rules that the widow 
cannot exclude the payments in excess 
of the $5,000 death benefit exclusion as 
gifts since she failed to prove a donative 
intent. Her needs were neither the pre- 
requisite for payment nor the measure 
of payment. Est. of Cronheim, TCM 
1961-232. 


Widow allowed exclusion; pension rights 
were forfeitable for misconduct. {Ac- 
quiescence] Taxpayer’s husband was en- 
titled to death benefits under a qualified 
pension plan which provided that the 
right to benefits could be forfeited if the 
employee was discharged for criminal 
conduct or willful disloyalty to the com- 
pany. Upon her husband’s death, tax- 
payer became the beneficiary of benefits 
totalling over $13,000 and claimed the 
$5,000 exclusion authorized under 1939 
Code Section 22(b)(1)(B). The Commis- 
sioner disallowed the exclusion, con- 
tending that taxpayer’s husband would 
have had a nonforfeitable right to the 
proceeds had he lived and therefore his 
widow did not meet the Code require- 
The 


posite view and allows the exclusion, 


ments. Tax Court takes the op- 
reasoning that the husband’s right to the 


benefits was forfeitable while he lived 
because he might have been discharged 
on any of the grounds specified in the 
715, IRB 


plan. Polinow, 35 TC 
1961-36. 


acd., 


*Exclusion for payments to widow not 
limited to $5,000 if gift was intended. 
Another district court takes the position 
that the 1954 Code does not limit the 
exclusion on salary pay- 
issue 


continuation 
$5,000. The 
was presented on a motion for summary 
The 


court refused to rule that the limit of 


ments to widows to 


judgment by the Government. 
exclusion was $5,000 regardless of wheth- 
er or not a gift was intended. It also re- 
fused to rule in the taxpayer’s favor 
without a full hearing as to the facts. 
Wilner, DC N.Y. 7/5/61. 
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Treasury’s concept of change of business 


for loss carryover seen as too broad 


by MORRIS R. FRIEDMAN and JAMES A. CUDDIHY 


Six years after the enactment of Section 382, the law covering loss carryovers through 


corporate changes of ownership and business is highly unsettled. The authors in 


this article, the first of two on carryover problems, review the proposed Regula- 


tions on Section 382(a), pointing out the provisions they believe are questionable. 


A second article will consider Sections 382(b) and 269 and the Libson rule. 


(hes COMBINATION of the publication 
in December, 1960, of the proposed 
Regulations under Sections 382 and 269, 
and several recent court decisions, no- 
tably the Third Circuit’s decision in 
Metal Inc.,) may 
prove to impose more of a burden on 


Virginia Products, 
the tax practitioner than he should be 
expected to bear. Not surprisingly, the 
proposed Regulations take a very dim 
view of the availability of loss carry- 
overs after a change in ownership of the 
stock of the loss corporation. However, 
the 
have outdone himself in attempting to 
regulation. The Court of 
Appeals decision in the Virginia Metal 


this time Commissioner seems to 


legislate by 


case may presage another conflict be- 
tween the views of the Tax Court and 
those of the various Circuits which once 
again may end in Tax Court capitula- 
tion unless earlier resolved by the 


Supreme Court. 
Section 382 


We well sympathize with the 
Treasury Department in its difficult task 
of drawing up regulations for Section 


may 


382; the difficulty is made apparent by 
the fact that the Regulations in their 
proposed form were first promulgated 
six and one-half years after the passage 
of the law which they interpret. But 
perhaps we should save our tears for the 
1— F.2d — (61-1 USTC { 9450, May 15, 1961), 
rev’g 33 TC 788 (1960). 

2 Section 358, IRC. 

3 Day & Zimmerman, Inc., 151 F.2d 517 
1945). 

* Granite Trust Company v. United States, 238 F. 
2d 670 (CA-1, 1956). 

5 Section 1.382(a)-1(a) (2). 


(CA-3, 


tax practitioner who has the burden of 
trying to form an opinion which he can 
in good conscience pass on to his clients. 

Section 381 of the Code, it will be re- 
called, lists the attributes that are car- 
ried through specified corporate acqui- 
sitions; Section 382 limits the carry- 
over of net operating losses in two spe- 
cial situations. Section 382(a) deals with 
the purchase corporation and 
the change in its trade or business. If 
there is a 50-percentage-point change in 
the ownership of the corporation’s stock 
over a two-year period and if the corpo- 
rations fails to continue the same busi- 
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ness, then loss carryovers are completely 
eliminated. Section 382(b) deals with 
net loss carryovers through a reorgani- 
zation. In general, loss carryovers are 
reduced proportionately if the interest 
of the old stockholders is reduced in re- 
organization. 

Turning first to Section 382(a), it will 
be noted that for the limitations to 
apply, there must be both the purchase 
of stock of the corporation (or a change 
of ownership resulting from a redemp- 
tion of stock) and a change in the corpo- 
ration’s trade or business. Thus, absent 
a change in business, the section does 
not apply. This desirable result is not, 
however, achieved as simply as it may 
appear. The Treasury Department has 
some very interesting but restrictive 
ideas concerning the nature of a change 
in trade or business which will be dis- 
cussed later. The limitations of this sec- 
tion will apply in certain circumstances 
(assuming a change in business): 

First, there must have been a change 


in ownership of stock of the loss corpo- 
ration among the 10 highest  stock- 
holders. 

Second, the change must have taken 
place either during the taxable year 
under scrutiny or during the prior tax- 
able year. 

Third, the change must be one of at 
least 50 percentage points in the total 
fair market value of the outstanding 
stock of the loss corporation. 

Fourth, the change must have re- 
sulted from a purchase or from a de- 
crease in the amount of outstanding 
stock. 

If this change in ownership and the 
change in trade or business have both 
taken place, then the net operating 
losses of the corporation from prior tax- 
able years to the taxable year involved 
as well as to subsequent taxable years 
are completely disallowed. 

The proposed Regulations under Sec- 
tion 382 set forth elaborate rules in se- 
lecting the 10 highest stockholders of 
the loss corporation. In the determina- 
tion of stock ownership, the constructive 
ownership rules of Section 318 apply, 
except that constructive ownership exists 
between a corporation and any stock- 
holder rather than between a corpora- 
tion and a stockholder owning at least 
50% in value of its stock. Further, re- 
lated persons within the constructive 
ownership rules are considered as one 
person, although for all other purposes 
of Section 382 they are considered as 
separate persons. Also, if two or more 
shareholders own the same number of 
shares, then all owning such number are 
included. Thus, the 10 stockholders own- 
ing the greatest percentage of the fair 
market value of the stock may actually 
comprise more than 10 persons. 


Time of change 


To the period during 
which the change of ownership took 
place, a comparison is made between 
the stock ownership of the 10 highest 
stockholders at the end of the current 
taxable year with their ownership at the 
beginning of the taxable year, and at 
the beginning of the prior taxable year. 
It is not necessary that the change in 
ownership take place in one transaction. 
It may be a result of several transactions 
over this two-year period. Once again, 
the Regulations set forth a 


determine 


precise 


method of determining whether or not 
the change of ownership took place. It 
is important to remember that the com- 
parisons of stock ownership must be 
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made in terms of stock actually and 
constructively owned by those who ac- 
tually and constructively are the 10 


highest stockholders. 


Kind of change 

[he Regulations indicate the differ- 
increase of 50 per- 
centage points and one of 50%. The 
term “50 percentage points” refers to 


ence between an 


the percentage of the outstanding stock 
of the corporation. Thus, a 10% stock- 
holder, who increases his ownership to 
15% has realized a 50% increase in stock 
but an increase of only 5 percentage 
points. 

rhe term “purchase” is defined in the 
Code by the basis of the 
the the 
acquirer. If the basis is determined sole- 


reference to 
acquired stock in hands of 
by reference to its cost to the acquirer, 
it is a purchase provided, however, that 
the acquisition was from a person or 
persons other than those whose owner- 
ship would have made the acquirer the 
constructive owner of such stock. 

The Regulations exemplify this pro- 
vision by stating that if the basis of the 
stock is determined by reference to its 
basis in the hands of the transferor or 
of another person, or by reference to 
the basis of property (other than cash 
or its equivalent) exchanged for such 
stock, then the basis of such stock is not 
determined solely by reference to its cost 
to the acquirer. However, the Regula- 
tions go on, if stock is received in a tax- 
ible exchange, its basis is considered 
to be determined solely by reference to 
its cost to the acquirer. The example 
given is that of an exchange of a house 
for stock in a loss corporation (hardly 
in apt illustration). The Commissioner 
that if the 
stock were received in a_partially-tax- 


would presumably agree 
able exchange (as in the case of a Section 


351 transaction, with boot, for exam- 
ple), the acquisition would not qualify 
as a purchase even though the basis of 
stock 


reference to 


determined in 
that of the 


the was part by 
property ex- 
changed.? 


All of 
paragraph which result in the change of 


the acquisitions under this 
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50 percentage points must result from 
a purchase. Thus, if a change in one 
percentage point results from a gift, or 
results from a purchase from one whose 
ownership would have made the pur- 
chaser the constructive owner, then the 
section will not apply, even if a change 
in ownership of 49 percentage points re- 
sults from an included type of pur- 
chase. 


Substance v. form 


Throughout these Regulations the 
Treasury Department attempts to im- 
pose its views regarding transactions in 
which it feels that substance should pre- 
vail over form. Thus, since an acquisi- 
tion from a person whose ownership 
would make the acquirer a constructive 
owner is not a purchase, the Regula- 
tions point out that if a person deliber- 
ately acquires some stock (presumably a 
small amount) from such a holder in 
order to disqualify a subsequent acqui- 
sition from the same person as a pur- 
chase, then for the purpose of classify- 
ing the latter receipt, the initial acquisi- 
tion will be disregarded (at least by the 
Treasury Department). In addition, the 
Treasury will disregard “negligible” 
holdings of stock or of an interest in a 
partnership or a trust (apparently with- 
out regard to motive). There is no de- 
Here we: have 
an instance of the Treasury’s attempt 


finition of ‘negligible’. 


to impose on the Code a doctrine of 


business purpose which is not to be 
found in the law itself. (Compare this 
approach with the decisions in cases 
such as Day & Zimmerman, Inc.,3 and 
Granite Trust Company* in which effect 
was given to the disposition of stock 
where the result was the avoidance of 
the 80% rule under Section 112(b)(6) 
of the 1939 Code.) 


Indirect purchase 


A purchase for purposes of Section 
382 


loss 


may be not only of stock in the 
corporation, but also of stock in 
another corporation owning stock in 
the loss corporation or of an interest 
in a partnership or a trust owning stock 
in the loss corporation. In such an event, 
the change in ownership of stock in the 
loss corporation is considered to be pro- 
portionate. For example, a purchase of 
a 20% interest (in value) of the stock 
of X corporation which owns 100 shares 
of Y corporation will be considered a 
purchase of 20 shares of Y corporation. 

The change in ownership may result 
from a decrease in the outstanding stock 
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of the loss corporation or of another 
corporation owning stock in the loss 
corporation. This, of course, can be 
accomplished by a redemption of such 
stock. The Code excepts from the sanc- 
tions of Section 382 a redemption under 
Section 303 for payment of death taxes 
and administration expenses. 

The censtructive ownership rules are 
exemplified in the Regulations by an 
example which states that if A acquires 
stock from his wife, he has not made a 
purchase. However, if C and D are 
equal partners, and if C acquires 50 
shares of stock from D, only 25 of such 
shares will be considered as owned by 
C immediately before the acquisition 
and 25 will be considered to have been 
purchased. This follows from the con- 
structive ownership rule of Section 
318(a)(2) to the effect that stock owned 
by a partner is considered owned by the 
partnership. Thus, D’s 50 shares are con- 
sidered by the partnership of CD, and 
C is considered as owning a proportion- 
ate amount, or 25 shares. The Code, 
however, appears to exclude from the 
“purchase” category all acquisitions 
from persons whose ownership would 
make the acquirer the constructive 
The Regulations the 
characterization of purchase merely to 


owner. deny 
the proportionate amount of stock so 
constructively owned. 


Options 


There is no reference in Section 
$82 (a) to the acquisition of options to 
purchase other than through the in- 
corporation by reference of Section 318. 
Under Section 318(a)(3), an option to 
acquire stock is equivalent to ownership 
of such stock. The Regulations® state 
that stock acquired by exercise of an op- 
tion shall be considered as having been 
acquired on the date the option was 
acquired. The 
given: If on December 15, 1959, A ac- 


following example is 


quires an option to purchase 50% of 
the outstanding stock of X Corporation, 
and if on January 15, 1961, A acquires 
the stock by exercise of the option, A 
will be considered as having purchased 
the 1959. The 
question not answered by the example 


stock on December 15, 
is: Is A considered the owner between 
December 15, 1959 and January 15, 
1961? In other words, is the ownership 
retroactive to the date of the acquisi- 
sion of the option only after such owner- 
ship has become actual, or is there no 
ownership until the option is exercised? 
There would seem to be little doubt 
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under the language of Section 318(a)(3) 
that the stock is considered as owned 
when the option is acquired even if the 
option is not exercised. 


Change in business 


As noted, Section 382(a) does not 
apply, unless, as the Code states, “such 
corporation has not continued to carry 
on a trade or business substantially the 
same as that conducted before any 
change in the percentage ownership of 
the such stock.” 


This requirement is subject to great 


fair market value of 
elaboration in the Regulations. First of 
all, as pointed out in the Senate Com- 
mittee Report on the Internal Revenue 
Code of 1954,6 the change in business 
must be the result of a change in owner- 
ship of stock. The change in business 
may occur at any time after the earliest 
change in ownership in the two-year 
period. It may follow a first change in 
ownership of less than 50 percentage 
points which in turn is followed by a 
further change in’ ownership which 
brings the total change up to 50 per- 
not 


pectedly, the Regulations state that a 


centage points. However, unex- 


change in trade or business made before 


the change in ownership, in ‘“con- 
templation” (once again the Treasury's 
gloss of intent) of the change in owner- 
ship is treated as if made after the 
change in ownership. 

rhus, the change in ownership may 
take place in one year and the change 
in business in a subsequent year; or 
both may take place in the earlier of 


the two years, with the resultant dis- 


allowance of the loss in the current and 


subsequent years. \ question unanswer- 


ed by the Regulations is whether a 


short period taxable year resulting from 
a change of the loss corporation's tax- 
able year will be recognized for the pur- 
pose of permitting a change in business 


more than two taxable years, but less 


than two calendar years, after the 


change of ownership. 

Naturally, in determining whether a 
change in business has taken place, we 
face the recurrent problem of the mean- 


ing of “trade or business.” The Regu- 


® Sen. Rep. No. 1622, 83d Cong., 2d Sess. (1954). 
7 Section 1.355-1(c) (1). 

5 Section 1.382-1(h) (5). 

® Libson Inc. v. 
(1957). 

10 Rev. Rul. 58-9, CB 1958-1, 190. 
11 Section 1.382-1(h) (8). 

12 Section 1.382-1(h) (9). 

1% Section 1.382-1(h) (10). 


14 See note 7, 


Shops, Koehler, 353 U.S. 382 


supra. 
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lations state that the holding, purchase, 
or sale of investment assets shall not be 
considered a trade or business, unless 
such activities historically have con- 
stituted the primary activities of the 
corporation. (Contrast this approach 
with that of the provision of the Regu- 
lations? involving corporate separations 
which states categorically that the hold- 
ing of investment assets does not con- 
stitute a trade or business.) 


Significant changes 


Note that the corporation must con- 
tinue to carry on a trade or business 
substantially the same. This does not 
refer merely to the type of business. 
Following the lead of the Senate Com- 
mittee Report, which included a change 
of location as a form of change in busi- 
ness, the Regulations list certain rele- 
vant factors to be taken into account 
in determining whether or not there has 
been what the Regulations call ‘ta con- 
tinuity of the same business enterprise.” 
These are changes in the corporation’s 
employees, plant, equipment, product, 
location, customers and other significant 
items. The Regulations then once again 
editorialize by stating that these factors 
are to be “evaluated in the light of the 
general objective of Section 382(a) to 
disallow net operating loss carryovers 
where there is a purchase of the stock 
of a corporation with losses for the pur- 
pose of using its loss carryovers to offset 
gains of a business unrelated to that 
which produced the losses.”8 (Note the 
intrusion of the Libson Shops® rationale, 
(this will be discussed in our second 
article). This may be the apparent pur- 
pose of this section, but the interposi- 
tion of this subjective test into a provi- 
sion of the law which attempts to estab- 
lish an objective approach is completely 
gratuitous. Section 269, not Section 382, 
is the provision of the law which pro- 
vides the subjective purpose test. The 
Treasury then softens the blow by stat- 
ing that the prohibited utilization of 
net operating loss carryovers is not de- 
considerations of 
intent 
the objective facts of 


pendent upon pur- 


pose, motive, or but rather is 
established by 
the particular case. The Treasury’s ap- 
proach may perhaps be summarized as 
follows: The provisions of Section 382 
are to be enforced via consideration not 
of motive, but of objective facts, which 
facts are to be evaluated in the light of 
the taxpayer’s purpose. Try as it will, 
the Treasury simply cannot help super- 
imposing Section 269 on Section 382. 


Its authority for so doing is question- 
able. 

The Regulations contain many ex- 
amples illustrating the Treasury's think- 
ing concerning changes of business, 
Very important is the statement that if 
the corporation is not carrying on an 
active trade or business at the time of 
the increase in ownership, then it can- 
not be said to be continuing the same 
business as that carried on 
other words, in order to 
business, one must be carrying on a 
business. (This was the position taken 
in a 1958 revenue rul*ng.1°) Thus, if a 
manufacturing corporation, because of 
adverse business conditions and lack of 


before. In 
continue a 


profits suspends activities and becomes 
dormant, a reactivation of the business 
immediately following the change of 
ownership will not qualify. This, of 
course, raises the question whether a 
temporary (nine months, in the example 
given in the Regulations) suspension of 
business means that the corporation can 
no longer be considered to be in a busi- 
ness which can be continued. The Code 
itself does not require that the busi- 
ness be that conducted “immediately” 
before any change in ownership. On the 
other hand, the Treasury once again 
takes 
Thus, say the Regulations, if the sus- 
pension of business activity is due to a 
fire, and if after the fire the corporation 
tries to reactivate the business, a change 


business reasons into account. 


in ownership followed by a resumption 
of normal activities is acceptable. 

We may anticipate that this view of 
the Treasury will cause serious difficul- 
ties. It is not uncommon for corpora- 
tions with a history of net operating 
losses to pause for a breather while look- 
ing for new ownership with fresh, and 
perhaps profit-making, ideas. 


Is IRS’ position sound? 


How realistic is the Treasury’s ap- 


proach? Suppose the resumption of 
activity in the case of the fire is due 
the 


owners? Further, is a suspension of ac- 


solely to the investment of new 
tivity due to a fire any more dramatic 
than one due to a recession? Both are 
beyond the control of the owners. The 
entire thrust of the law is aimed toward 
the prevention of the use of the loss 
carryover where the business is changed 
as a concomitant of the change in own- 
ership. It is submited that in seizing on 
the word “continued” and in attempt- 
ing to hold the taxpayer to its diction- 


ary definition, the Treasury is straining. 
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The Senate Committee report lends no 
support to this view. If the temporary 
discontinuance of business is in no way 
connected with the change in owner- 
ship, a reactivation of the same business 
should qualify for the purpose of Sec- 
tion 382(a). 


Partial changes 


We come now to the problem of a 
discontinuance of part of the business 
and the addition of new businesses. A 
discontinuance of a minor portion of 
the business is permitted, but in de- 
the 
activities are minor, the Treasury once 


termining whether discontinued 
again is interested not so much in their 
size, but in whether the effect of the dis- 
continuance is to permit losses to offset 
eains of a different business. Thus, if 
a corporation is engaged in three busi- 
nesses, of which the smallest produces a 
loss, and if the new owner discontinues 
(20%, of the total) 
the loss will be disallowed. Obviously 


the loss business 
the business which produced the loss 
will not be generating profits .On the 
other hand, if the loss is produced by 
the business which represents 50% of 
total, it is permissible to discontinue 
he 20% business and to use the capital 
produced thereby to revitalize the loss 
business. 
Here the Treasury abandons the dic- 
tionary. The source of the reference to 
discontinuance of only a minor por- 
tion of the business is the Senate Com- 
mittee Report. There is no evidence to 
indicate that in using the word “minor” 
Senate Committee was thinking of 
inything but size, that is, “minor” as 
opposed to “major”. The Regulations 
state that “minor” means “loss-produc- 
ng.”” Although the Regulations use an 
xample of a corporation engaged in 
three businesses, it is 


different more 


realistic to think in terms of one busi- 


g by the 


ness operating at a loss. Judgin 
language of the Code, the Senate Com- 
mittee wished to forestall a discontinu- 
ance of a substantial part of this busi- 
ness and the substitution of another to 
ibsorb the loss. 

The Regulations recognize that the 
the Code, that 
stantially the same trade or business be 


requirement of sub- 
continued, is not violated by the addi- 


tion of a new trade or business where 
the prior business activities are con- 
tinued undiminished.1! Furthermore, 
for purposes of Section 382, at least, the 
profits of the new business may be per- 


mitted to absorb the losses of the old 


business. Despite the admonitory cross- 
reference to Section 269 and the Regu- 
lations thereunder, this provision of the 
Regulations represents a substantial re- 
treat on the part of the Treasury from 
its own evaluation of the general ob- 
jective of Section 382(a). Here is one 
instance in which loss carryovers of one 
business may be used to offset gains of 
another unrelated business. 


Location 


Another type of discontinuance of 
substantially the same business is that 
caused by a change of location. During 
the long period in which only the 
Senate Committee Report was available 
as a guide, the words “changes its loca- 
tion” were subjected to many interpre- 
tations, none of them apparently au- 
thoritative. Now the Treasury gives its 
interpretation,!? the thrust of which ap- 
pears to revolve about the determina- 
tion of whether or not the change of 
location causes a 


substantial alteration 


in the business. In one example, a 


change of busine:: is deemed to result 
if the business moves from one state to 
another, a distance of several hundred 
miles, the move encompassing a change 
of employees and equipment, but not 
of product and customers. However, a 
move to a suburb of the same city in- 
volving a new building and new equip- 
ment, but the same products, customers 
and employees, will apparently be ap- 
proved. On the other hand, a move to 
another town, a distance of only five 
miles will be disapproved in the case of 
a liquor business where there is involved 
the acquisition of a new license, a new 
franchise and new customers, even 
though half the employees are still em- 
ployed. It is apparent that no general 
rule can be evolved to aid in determin- 
ing what type of change in location will 


281 


Corporation + 


be considered a change in business. It 
may be significant that a business is 
normally described in terms of its prod- 
uct, even in some of the examples in 
other parts of the Regulations. 


Personnel 


Although neither the Code nor the 
Senate Committee Report makes any 
specific reference to a change in busi- 
ness resulting from a change in per- 
sonnel, the the 
effect of such change in the case of 


Regulations consider 


corporations primarily engaged in the 
rendition of services by a particular in- 
dividual or individuals.18 The examples 
given cover a real estate and insurance 
business and a beauty salon business. 
One does not ordinarily think of serv- 
ice corporations which do not involve 
large capital investments as producing 
substantial losses. Nevertheless, accord- 
ing to the Regulations, if a change of 
ownership is followed by the retirement 
of the the 


corporation is principally engaged in 


individual whose services 
offering, the business will be considered 
to have changed even if the type of serv- 
ice remains the same. 

Is there any danger that the same 
approach may be used in the case of a 
manufacturing or trading business where 
the guiding genius is one individual? 
Such a tack would appear to be an un- 
warranted extension of a rule which it- 
self finds no support in the law. In its 
own detailed discussion of the meaning 
of “trade or business” for purposes of 
Section 355,14 the Treasury Department 
stresses the nature of “activities” in- 
volved, and makes no reference to the 
identity of the individuals engaged in 
such activities. In its zeal to protect the 
revenue the Treasury should not stretch 
the definition of the term “trade or busi- 


ness” beyond its normal usage. 


CA-9, in Smith, shows that 1954 changes 


did not kill accumulated earnings tax 


+ heaton representatives have in the 
last few years become sharply aware 
that the Service has embarked on a pro- 
the 
penalty tax on accumulated earnings. 


gram of stricter enforcement of 
The courts have lent considerable sup- 
port to this program, most recently in a 
decision of the Ninth Circuit Court of 


by THEODORE BERGER 


Appeals in the Raymond I. Smith, Inc. 
(6/28/61) case. 

When the 1954 Code was first enacted, 
the popular view was that two innova- 
tions had so emasculated the penalty 
tax that taxpayers no longer had to 
fear it. These supposed boons to tax- 
payers were: (1) the provision of Section 
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534, placing the burden of proof that 
earnings accumulated beyond reason- 
able business needs on the Commissioner 
when the taxpayer filed a statement of 
the grounds on which it relied for the 
accumulation; and (2) the credit allowed 
by Section 535(c) for the portion of earn- 
ings that was reasonably accumulated. 
Then, when the Regulations came out, 
it was suggested that a single new sen- 
tence in the Regulations opened the 
door to taxpayers to avoid the tax by in- 
vesting surplus funds in any business no 
matter unrelated to the business 
previously conducted. The Smith deci- 
sion shows that reports of the death of 
the penalty like that of Mark 
Twain, were greatly exaggerated. 


how 


tax, 


The taxpayer corporation’s business 
the 
legalized gambling 


was an adjunct to business of 
Harold’s Club, a 
casino in Reno, Nevada. The owners of 
the club, who operated as a partnership 
until 1943, did not want to get involved 
in the selling of liquor. However, they 
permitted their the 
manager of the club, to operate the bars 
on his own. He operated the bars as a 
1946, when he or- 
taxpayer-corporation of 
was the sole stockholder. He 
took no salary, and by the end of 1955 
had an $800,000 surplus. 

The Tax Court (33°-TC 141) found 
that there was ro unreasonable accumu- 
the 1950 
Ihe Tax Court recognized 


father who was 


until 
the 


proprietor 
ganized 
which he 


lation of surplus in years 


through 1952. 
that the corporation’s business was mere- 
ly an adjunct to the business of Harold’s 
Club and _ that 


which were designed to increase the pa- 


promotional activities 


the club benefited the tax- 


payer. One promotional effort which 


tronage of 


the court approved was the expendi- 
$150,000 


memorabilia of 


for a col’ection of 
Old West. This 
exhibit was displayed at fairs and rodeos 


ture of 


the 


advertising Harold’s Club. 
The 
expenditure of $200,000 for the purchase 


lax Court also approved the 


of a motel near Reno. The motel was to 
provide accommodations for patrons of 
Harold’s Club, who would be furnished 
limousine service to the club. 

The Tax Court first imposed the 
penalty tax for the year 1953. In that 
year taxpayer acquired approximately 
350 acres of farm land near Reno for 
almost $1,000,000. A $500,000 short term 
loan was obtained from Harold’s Club 
to help finance the purchase. The corpo- 
ration employed architects to make pre- 
liminary drawings of a development 
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plan for this acreage. The plan con- 
templated a hotel, gambling casino, con- 
vention hall, swimming pool, and resi- 
dential development for about $17,000,- 
000. No action was ever taken on this 
development and the land has since 
been leased to tenant farmers and 
operated at a small loss. 


Burden of proof 

The corporation argued in its appeal 
to the Ninth Circuit that the Tax Court, 
in upholding the penalty tax for 1954, 
had ignored the provision of Section 
534 which shifts the burden of proof to 
the Government where the taxpayer files 
a statement of the grounds relied upon 
to show that the accumulation was rea- 
sonable. The Tax Court opinion states 
that taxpayer “of course, has the ulti- 
mate burden of proof.” It was not clear 
to the Ninth Circuit what this state- 
ment meant. The Tax Court was wrong 
if it meant that the taxpayer had the 
burden of proving the accumulations 
were not beyond the reasonable needs 
of the business, for Section 534 specific- 
ally shifts this burden to the Commis- 
sioner with respect to the grounds urged 
by the taxpayer in the filed statement. 
And if the Tax Court meant the burden 
as to the ultimate issue of the purpose 
to avoid surtax, it was also wrong. Since 
the Commissioner sought to prove the 
proscribed purpose only by showing ex- 
cessive accumuiations, the burden as to 
this ultimate issue was also with him. 

That the Tax Court might have held 
an erroneous view as to the incidence 
of the burden of proof was, however, 
little comfort to the taxpayer. In this 
case none of the basic facts was in dis- 
pute. It was the duty of the trier of 
fact to resolve these facts and to make 
the ultimate finding that the accumula- 
tion was or was not to avoid the surtax 
on the shareholder. This was a mixed 
question of law and fact. The Court of 
Appeals did not believe the Tax Court's 
views as to burden of proof played any 
part in this determination. 

The Ninth Circuit thus joins the 
Second Circuit! (Dixie, Inc. 227 F.2d 
526) in effect condoning the Tax Court's 
established procedure with respect to 
Section 534. At the trial, typically the 
taxpayer will claim that it has shifted 
the burden of proof to the Commis- 
sioner by the Section 534 statement. The 
Commissioner will say that the state- 
ment is insufficient to shift the burden 
of proof. The Tax Court refuses (at 
the trial stage) to determine where the 


burden of proof lies. It hears the evi- 
dence, and then considers the burden 
of proof issue before reaching a deci- 
sion. Under this procedure, the review- 
ing court is circumscribed. If the ulti- 
mate determination finds support in the 
record as a whole, the appellate court 
affirms the Tax Court. 

This procedural technique is unfor- 
tunate for taxpayers fighting the penalty 
tax. It was hoped that Section 534 would 
require, by shifting the burden of proof 
to the Commissioner, that he introduce 
positive evidence as to the reasonable 
needs of the business. Under the Tax 
Court interpretation, the trial procedure 
is unchanged by virtue of the Section 
534 statement. As the writer has pre- 
viously pointed out [11]TAX194 (Octo- 
ber 1959)}, the burden of going forward 
with the evidence is really of more 
tactical significance than the burden of 
proof. The Tax Court exercises its dis- 
cretion in this matter by requiring the 
taxpayer to go forward without regard 
to the burden of proof. 


Taxpayer wins in Young 


Taxpayers received some comfort from 
the decision of the First Circuit in 
Young Motor Co., Inc. (8/16/60). There, 
the Tax Court had found from evidence 
of investment in unrelated assets, loans 
to stockholders and similar factors that 
the purpose to avoid surtax existed. The 
appellate court reversed. While conced- 
ing that the surtax avoidance purpose 
was the ultimate issue and that of rea- 
sonable business needs only subsidiary, 
the court pointed out that the reason- 
able needs question could not be by- 
passed. The Tax Court should have 
applied these factors to a determina- 
tion of whether surplus had been al- 
lowed to accumulate beyond the reason- 
able needs of the business. If the Tax 
Court so found, then Section 533(a) 
would apply, and this would be de- 
terminative of the surtax avoidance pur- 
pose unless the taxpayer proved the 
contrary by a preponderance of the evi- 
dence. This opinion probably repre- 
sents a sound statement of the law, but 
it is hard to see how it can affect the Tax 
Court’s ultimate decisions. 

The burden of proof question is fur- 
ther complicated in penalty tax cases 
arising under the 1954 Code because of 
the credit under Section 535(c) for that 


1 However, the Second Circuit seems to be taking 
a different position currently. As we go to press 
we have the Gesell (CA-2, 9/22/61) decision hold- 
ing for the taxpayer. This decision will be analyzed 
here next month. 
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part of the earnings which “are retained 
for the reasonable needs of the busi- 
ness.” The assertion of the penalty tax 
by the Commissioner is thus necessarily 
a determination that the accumulation 
is beyond the reasonable needs of the 
The Commissioner has _ the 
burden of proof of showing that the 
accumulations were beyond reasonable 
needs when the taxpayer files a state- 
under Section 534, but what is 
his burden of proof as to the amount of 
credit allowable, if any? Illogical as it 
may seem, the burden of proof as to 
the credit apparently has not shifted. Al- 
though the 


business. 


ment 


Commissioner must show 
that there has been some minimal ac- 
cumulation beyond reasonable business 
needs to meet his burden, apparently 
the taxpayer still has the burden of 
establishing the amount of credit to 
which it is entitled. 

While the Court of Appeals does not 
specifically touch this point, it impliedly 
rejects a proposition which has gained 
some currency that under the new Regu- 
lations a corporation can avoid the im- 
position of the penalty tax by invest- 
ing its surplus funds in any active busi- 
though unrelated to its 
previous business. Regulations Section 
1.537-3(a) “The of a 
corporation is not merely that which it 


ness, even 


says, business 
has previously carried on but includes, 
in general, any line of business which it 
may undertake.’ Counsel for taxpayer 
strongly urged this upon the court. 
Although the Tax Court apparently 
was skeptical that the $17,000,000 de- 
velopment was really planned, since no 
positive action has been taken, it did 
not rest its decision on that ground. In- 
stead the Tax Court pointed out that 
the commitments to be made by tax- 
payer were disproportionate to its ex- 
pected profits. The Tax Court seems 
to assume that the taxpayer would not 
undertake this development as a sepa- 
rate business, but that its role would be 
subordinate to that of Harold’s Club. 
to operate 
this development itself, it would certain- 


If taxpayer had intended 
ly be an active business requiring all of 
its surplus. The Court of Appeals goes 
along with the Tax Court in its view 
that, even assuming the bona fides of 
te proposed development, the facts 
“show a gross disproportion between the 
made and _ prospective 
benefits to the taxpayer.” Seemingly, 


commitments 
the court is here making a business de- 
termination contrary to that of manage- 
ment. It admits that profits may be 


made, but does not feel the potential 
profits which taxpayer could rea’ize from 
the bar business justify the investment. 
The opinion does not mention Regula- 
tions Section 1.537-3(a), which seems to 
justify an expansion into any active 
business. The court may have felt that 
the regulation had merely broadened 
the “reasonable need” concept to per- 
mit some diversification, but should not 
be construed as an open invitation to 
any form of investment. 

The Smith case is interesting because 
the Court of Appeals declined the op- 
portunity to affirm the Tax Court simply 
on the fact that the plans for expansion 
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[Mr. Berger, one of the editors of THE 
Journav’s Shop talk column, is with 
the law firm of Kahn, Adsit & Arnstein, 
Chicago, Illinois.) 





were vague and indefinite. Rather it 
ventured into the broader question of 
what constitutes the reasonable needs 
of a business. Unfortunately, the appel- 
late court did not cope with this ques- 
tion fully, and failed to express its views 
on the supposed liberality of the new 
Regulations. Taxpayers have in this de- 
cision another indication that the pen- 
alty tax on accumulated earnings is now 


a greater threat than ever. x 


Corporation isn’t collapsible absent 


an expectation of corporate profit 


by ELTON B. TAYLOR 


Mr. Taylor inquires whether the courts have overlooked the point that, logically, 


there can’t be an intent to sell corporate stock prior to realization of the corporate 


income unless there is an expectation of corporate income in the first place. He 


considers specifically FHA-financed housing ventures, most of which are not ex- 


pected to produce taxable net income at any time. 


he RECENT case of Frank B. Short 
(35 TC No. 103) points up a prob- 
lem in collapsibility with which the 
courts have not dealt directly, that is, 
the requirement contained in the defini- 
tion of a collapsible corporation that it 
be formed or availed of with a view to 
the sale or exchange of stock by its 
shareholders, or a distribution to them, 
“prior to the realization by the corpo- 
ration **** of a substantial part of the 
net income to be derived from such 
property” (Section 117(m)(2)(A)(i) IRC 
1939).1 

In several of the litigated cases the 
petitioners advanced the contention that 
the sale or distribution was not made 
prior to the realization of a substantial 
part of the net income to be derived 
from the property because the record 
showed that the corporations involved 
sustained continual net losses both prior 
to and subsequent to the sale or distri- 
1 Definitions. — 

(A) For the purposes of this subsection, the 
term “collapsible corporation” means a corpora- 
tion formed or availed of principally for the manu- 
facture, construction, or production of property, 
or for the holding of stock in a corporation so 
formed or availed of, with a view to — 

(1) the sale or exchange of stock by its share- 
holders (whether in liquidation or otherwise), or 


a distribution to its shareholders, prior to the real- 
ization by the corporation manufacturing, con- 


bution.? In Payne the court disposed of 
this contention as follows: 

“A careful study of this section seems 
clearly to require only that the corpo- 
rations be availed of for construction 
etc. with a view to distribution 
prior to the realization of a substantial 
portion, etc. If the corporation is owned 
or availed of with a view to making the 
distribution prior to realization of sub- 
stantial income, it seems clear that it is 
not necessary for the Commissioner to 
prove that such distribution was actually 
made prior to such realization.” 

In Spangler, the Fourth Circuit said: 
“As the court below aptly observed: “The 
from the 
properties here would consist of rental 


net income to be derived 


income over the life of the properties 
of the lease. It seems clear, therefore, 
that at the times of redemption the 
corporations had not realized substan- 
tial parts of the net income to be de- 


structing, or producing the property of a substan- 
tial part of the net income to be derived from such 
preperty, and 

(2) the realization by such shareholders of gain 
attributable to such property. 

Section 341(b)(1)(A) of the 1954 Code con- 
tains substantially the same wording except that 
taxable income is substituted for net income. 

2 E.g. Payne, 30 TC 1044, aff'd 268 F.2d 617; C. D. 
Spangler, 32 TC 782, aff'd 278 F.2d 665; Frank B. 
Short et al., supra. 
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[Elton B. Taylor is a certified public 
accountant and a Charlotte, N. C., part- 
ner in the firm of Peat, Marwick, Mit- 
chell & Co.] 





rived from the properties.’ Furthermore, 
the statute does not require that net in- 
come from the property should in fact 
subsequently develop, if the corporation 
has been availed of with a view to mak- 
ing the distribution prior to the corpo- 
ration’s realization of a substantial part 
of net income.” 

Again, in Frank B. Short, supra: “The 
‘the derived 
from such property’ means the total in- 


words net income to be 
come which on the redemption dates 
might reasonably have been expected 
from the properties. Rose Sidney, 30 TC 
1155, 1163 (1958), aff'd. 273 F.2d 928 
(CA-2, 1960) *****, 

“The statute does not require that net 
income from the property should in fact 
subsequently develop if the corporation 
has been availed of with a view to mak- 
ing the distribution prior to the corpo- 
ration’s realization of a substantial part 
of net income.” 


Profit plan essential 


One cannot quarrel with the above- 
quoted statements from the court’s opin- 
ions. If the requisite “view” (intent) is 
present, the taxpayer cannot escape the 
consequences merely because it subse- 
quently develops that the corporation 
earned all. 


collapsible corporation 


no taxable income after 


However, the 
provisions of the statute are quite com- 
plex and there seems to be a tendency 
the 


this 


to lose sight of forest because of 


the trees. For reason it may be 
well at this point to restate its under- 
lying purpose, which is to prevent the 
conversion of ordinary corporation in- 
come into capital gain to the stock- 
holders, without there having been im- 
posed a tax on a substantial part of 
the corporate earnings. Therefore, where 
a corporation constructs, manufactures 
or purchases income-producing prop- 
erty, and before a substaniial part of 
the net income which may be expected 
to be realized from such property is 
earned, the stockholders dispose of their 
stock at a gain, this gain is taxed as 
ordinary income. In order that taxpayers 
in general may not be unduly restricted 
in the sale of corporate stock, the defi- 
nition of a collapsible corporation is so 
worded that if a stockholder did not 
have, prior to the time that the con- 
struction, etc. 


manufacture, was com- 
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pleted, the intent (view) to dispose of 
his stock or receive a distribution before 
a substantial part of the expected corpo- 
ration net income was realized, the 
statutory penalty will not apply to him. 
A glance at Section 117(m)(2)(A)(i) IRC 
1939 or 341(b)(1)(A)IRC 1954, makes it 
clear that the view must be two-fold; 
(1) to sell or exchange the stock, or re- 
ceive a distribution relative to the stock, 
and (2).to do so before the corporation 
realizes a substantial part of the ex- 
pected net income. One of these views 
alone will not invoke the statute. 


FHA-financed housing 

Mere absence of profit is, it is clear, 
no defense. But the courts apparently 
fail to grasp the full impact of the 
petitioners’ contention. This is €vi- 
denced by the fact that the above-quoted 
excerpts from the opinions indicate no 
attempt to connect the absence of profit 
with the “view”. The point may be 
clearer if we review some background. 

The majority of cases which have 
been decided under this section (includ- 
ing the three cited herein) involved 
what commonly referred to as 
“rental housing projects’, financed by 
loans insured by the Federal Housing 
Commission. The 


are 


insurance contracts 
provide, among other things, that as 
long as such loans are outstanding, the 
company shall not engage in any busi- 
ness other than construction and 
operation of rental housing projects. 
These projects are normally moderate 
cost apartment units equipped with the 
usual modern appliances. These projects 
almost invariably reflect an annual net 
loss. This is because, after operating ex- 
penses, taxes and interest, the net rental 
income is wiped out by depreciation, so 
that while the cash is available for debt 
repayment, there is a net operating loss 
for purposes. When the 
project is set up, the operating results 
can be forecast with reasonable accuracy 
for the entire useful life of the property. 
Maximum gross rental income is known, 


the 


income tax 


maintenance expenses can be expected 
to follow an established pattern, and 
insurance, taxes, interest and deprecia- 
tion are readily ascertainable. In Spang- 
ler, for example, which involved the 
year 1950, the record showed continuous 
annual losses for the two housing pro- 
jects involved through 1957. An exam- 
ination of the detailed figures clearly 
indicated that at least as long as de- 
preciation was deductible (straight line 
over the useful life of the properties) 


no net profit could be anticipated. 


Corporate profit expectation 


This brings us to the point. Let us 
assume for argument’s sake that from 
the very beginning the taxpayer in- 
tended to have the corporation redeem 
his Class B stock at a gain. As pointed 
out above, this is not sufficient to bring 
the transaction within the statute; he 
must also have intended to make this 
redemption prior to the realization by 
the corporation of a substantial part of 
the net income to be derived from such 
property. Now if the taxpayer knew, as 
it is evident he did know, that the 
corporation could not realize a net in- 
come in the foreseeable future, how 
could he have intended to make the 
redemption before the realization by the 
corporation of a substantial part of a 
non-existant net income? If we are not 
careful, our thinking may lead us astray 
at this point. We may say, “yes, but if 
he did not expect the corporation ever 
to realize a profit then he obviously in- 
tended to redeem his stock prior to the 
realization of a profit.” 

Note, however, that the statute pre- 
supposes the expectation of, or at least 
the hope of, a corporation profit. It says 
“prior to the realization ***** of a sub- 
stantial part of the net income to be 
derived from such property.” This is not 
mere technical leger-de-main, it goes to 
the very essence of the purpose of Sec- 
tions 117(m) and 341. These sections 
no concern with sales, distribu- 
or redemptions with respect to 
in general. Other sections of the 
deal quite adequately with these. 
What the collapsible corporation provi- 
sions are designated to reach is the situa- 
tion where a stockholder disposes of his 
stock in, or receives a distribution from, 
a corporation at a time when the trans- 
action, insofar as he is concerned, serves 


have 
tions 
stock 
Code 


to convert ordinary income (either as 
corporation earnings or dividend in- 
come to him) into a capital gain to him. 
But the statute does not attempt to reach 
this transaction unless, before the com- 
pletion of the construction, etc., he had 
a view to (or intent to) do it. It seems 
axiomatic, then, that if he knew (or 
could reasonably expect) that the corpo- 
ration would have no net income, he 
had no intent to do what 
prohibits. 


the statute 


Nowhere in the reported cases do we 
find any indication that the courts have 
viewed the matter in this light. For in- 
stance, in Payne we note the statement 
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“If the corporation is owned or availed 
of with a view to making the distribu- 
tion prior to realization of substantial 
.’ (emphasis supplied). But 
that is not what the statute says; rather 
“a substantial part of the net income to 
be derived . . .” That is quite different. 
The court’s paraphrasing would make it 
appear that even if no net income is 


income 


anticipated the requisite view exists, 
whereas the statute clearly absolves the 
where he be- 
lieves there will be no net income. 

Co illustrate the distinction, let us 
issume that two individuals acquire a 


taxpayer in a situation 


tract of land which they then transfer 
to a corporation in exchange for its 
stock. The corporation then proceeds, 
with borrowed funds, to subdivide the 
property into lots, put in streets, side- 
walks, and to 


water and sewer lines, 


build houses on the lots. The corpora- 





Preferred stock bailout taxable as divi- 
dend; sale in substance made by corpo- 
ration. [Old law] Taxpayers’ close cor- 
poration was being examined for pos- 
sible surtax under old Section 102. The 
cororation was then recapitalized, the 
stockholders receiving Class B First Pre- 
ferred, Second Preferred and new com- 
mon in exchange for their old common 
shares, the only class of stock then out- 
standing. The Class B First Preferred 
was convertible into Class A First Pre- 
ferred. The corporation was required to 
A Preferred 
year. After the recapitalization, 


redeem 7% of the Class 
every 
taxpayers negotiated with and sold their 
Class B preferred to institutional in- 
vestors who immediately converted to 
Class A. Taxpayers reported the sale of 
the Class B stock as long term capital 
gain. The Commissioner determined the 
dividends 
Sections 22(a) and 115 of the 
1939 Code. The Tax Court agrees with 


proceeds of the sale were 


under 


the Commissioner. In this bailout, the 
sale in substance was made by the corpo- 
ration and the distribution to the stock- 
holders is a taxable dividend. The fact 
that there was no prearranged plan to 
sell the Class B is not controlling. Tax- 
payers knew the investors would convert 
the Class B to Class A. Also, the manda- 
tory redemption features of the Class 
\ was not necessary. It might be a valid 
business reason if the corporation were 
ittempting to raise additional capital, 
but here the purpose was to siphon off 





Vew corporate decisions this month — 


tion refrains from selling any houses 
and as soon as the last one is completed 
the individuals sell their stock at a gain. 
Thereafter, however, some unexpected 
circumstances or conditions arise which 
make this subdivision much less desir- 
able for residential purposes than ex- 
pected, with the result that the corpo- 
ration realizes no net income. In this 
case there seems little doubt that the 
collapsible corporation provisions are 
applicabie. At the same time they sold 
their stock the stockholders 
reason to believe that the corporation 


had no 


would not make a profit. 

Regardless of the various other pro- 
visions contained in the statute they 
have no application to a corporation 
which does not meet the definition of a 
collapsible corporation, and the view 
held by the taxpayer is an essential part 
of this definition. v 


corporate earnings and the redemption 
provision accomplished this without per- 
manent impairment of taxpayers’ con- 
trol of their corporation. [Section 306 of 
the 1954 Code provides specific rules 
for the taxation as ordinary income of 
the sale of preferred received in a re- 
organization.—Ed.| Rosenberg Estate, 36 
TC No. 73. 


Corporate note found to be equity capi- 
tal, not true indebtedness. A demand 
noninterest bearing unsecured note re- 
ceived by taxpayer upon transfer of his 
sole proprietorship to a corporation is 
held to represent a proprietary interest 
therein rather than a creditor interest, 
where the debt equity ratio prior to the 
transfer was over 110,000 to zero! The 
court also concludes the corporation at 
the end of its taxable year did not con- 
tinue to carry on a business substan- 
tially the same as that conducted before 
the transfer of the proprietorship assets, 
and before the change of more than 
50 percentage points in ownership of the 
stock. Accordingly Section 382(a) bars 
the corporate claim to a net operating 
loss carryover from prior years, and the 
Commissioner correctly disallowed the 
net operating loss deduction to the 
corporation. Taft, TCM 1961-230. 


High debt-to-equity ratio not control- 
ling; debentures considered to be debt. 
A real estate corporation sold its stock 
in 15 share blocks to purchasers who 
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were required to make a corresponding 
purchase of six debentures with each 
block of stock. The debentures had fixed 
maturities, were non-interest bearing, 
and were issued at a 5% discount. Even 
though the ratio of debt to equity ap- 
proximated 15 to 1, the court finds on 
the facts that the debentures evidenced 
genuine indebtedness and the “deben- 
ture discount” thereon was amortizable 
as interest on indebtedness. Davidson 
Bldg. Co., TCM 1961-247. 


DIVIDENDS 


Corporate purchase of yacht for princi- 
pal stockholder is a dividend. The pur- 
chase by a corporation, with corporate 
funds, of a yacht for the use of its prin- 
cipal stockholder, title to which was 
taken in the stockholder’s name, is held 
to result in the payment of a dividend 
to him. The court also denies the corpo- 
ration a claimed depreciation deduction 
even though the yacht was shown on 
the corporate books as an asset. How- 
ever, the corporation is permitted a de- 
duction for a portion of the amounts 
expended in operating the yacht on the 
grounds that it was used sometimes for 
business entertainment. The disallowed 
portion of the expenses is considered a 
dividend to the stockholder. Von Hes- 
sert, TCM 1961-226. 


Method of allocating patronage divi- 
dend upheld. ‘Taxpayers were two un- 
related 
cases were handled together) that at- 


farmers’ cooperatives (whose 
tempted to exclude from gross income 


as patronage dividends certain items 
allocated to its members out of compen- 
sation received from the Commodity 
Credit Corporation and from non-mem- 
ber producers for handling and storing 
grain. Also in question was the alloca- 
tion of profit from storing members’ 
grain. This court, reversing the Tax 
Court, follows its own rule recently 


established in Pomeroy Cooperative 
Grain Company, that the amounts al- 
located to its members out of compen- 
sation received from the Commodity 
Credit Corporation and from non-mem- 
bers for storing and handling grain can- 
not be excluded from gross income; but 
amounts allocated out of profits from 
excluded 
from gross income. The allocation of 
storage profits on members’ grain need 
not be only to patrons storing grain, 


storing members’ grain are 


nor must the period of storage of each 


patron be considered. Alta Cooperative 
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Elevator, CA-8, 6/19/61; Redgate Co- 
operative Exchange, CA-8, 6/19/61. 


Declaration of cash dividend from funds 
contributed by corporate parent is divi- 
dend to parent. On July 15, 1952 an 
accrual basis calendar year taxpayer sold 
51% of the stock of its wholly-owned 
subsidiary. The subsidiary had main- 
open account with the tax- 
payer which included dividends declared 
but unpaid; it was customary for the 
subsidiary to reduce the balance in the 
open account when it felt it could. On 
July 8, 1952, prior to the sale, taxpayer 


tained an 


paid $52,000 to its subsidiary as a con- 
tribution to “capital surplus,” and the 
same day the subsidiary declared an 
$11,000 dividend. 
to taxpayer for 


It also issued a note 
$20,000. In 
1952, the subsidiary paid taxpayer $61.,- 
000 in the balance of its 
account. Taxpayer contends that only 
the the check it 
issued for $52,000 and the check it re- 
ceived totalling $61,000 could be a divi- 
dend. The court disagrees finding that 
taxpayer’s $52,000 check was a con- 


October 
payment of 


difference between 


tribution to capital and was completely 
independent of the $61,000. Since $45,- 
000 of 
dends, (there being sufficient EXP and 
using the FIFO method to apply the 


this amount was owed in divi- 


$61,000 to payment of debts and divi- 
dends) the court finds that $45,000 was 
a dividend. The court further holds that 
the dividends are income to taxpayer in 
the year they are paid, not when de- 
clared since they were paid only when 
the and therefore 
were not unqualifiedly subject to tax- 


subsidiary had cash 
payer’s demands until paid. The court 
also finds that adding the dividend in- 
come to taxpayer’s other income results 
in taxpayer being a personal holding 
company for 1952. Frelbro Corp. 36 TC 
No. 86. 


Step transaction doctrine renders corpo- 
rate reorganization taxable. Taxpayers, 
half the of Motor 
Sales, a corporation in the automobile 


who owned shares 
business, wanted to buy the remaining 
outstanding shares from the heirs of a 
deceased shareholder. The parties agreed 
on the value of the operating assets but 
not on the value of the corporation’s 
building. A plan was therefore adopted 
under February 26, 1954, 
Motor Sales paid the heirs for their stock 
an amount which reflected the value of 
their interest in the corporation’s assets 
other than the building. Their stock, 


which, on 
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however, was not surrendered for about 
two more months. In March, a new 
corporation, Northwest, was formed and 
the building was transferred to it in ex- 
change for all of its stock. The North- 
west stock was then distributed to the 
Motor Sales stockholders, including the 
heirs, in accordance with their interests 
in Motor Sales. In consideration of the 
February payment to them, the heirs 
then surrendered their stock in Motor 
Sales. The Government taxed as a divi- 
dend to taxpayers the value of the 
Northwest stock distributed to them. 
This court holds that the redemption 
of the heirs’ stock in Motor Sales was 
part of the same transaction in which 
the building was transferred to North- 
west. Since neither Motor Sales nor its 
stockholders, the taxpayers, controlled 
Northwest immediately after the trans- 
fer of the building to Northwest, the 
exchange of the building for the North- 
west stock did not qualify as a reorgani- 
zation (112(g)(1)(D)). Northwest conse- 
quently was not a party to a reorgani- 
zation and the distribution of its stock 
was not tax free under Section 112(b) 
(11), 1939 Code. A legitimate business 
purpose is reason to refrain from 
applying the step transaction doctrine. 
Rinkel, DC Minn. 7/27/61. 


no 


Presence of minority interest makes re- 
demption not essentially equivalent to 
a dividend. |Acquiescence| Decedent 
owned slightly more than 50% of the 
stock of a corporation and another per- 
son, unrelated, owned about 37%. The 
other 13% was owned by decedent’s fam- 
ily. Pursuant to a stock retirement agree- 
ment between decedent and the other 
principal stockholder, the corporation 
redeemed some of decedent’s stock after 
his death. As a result, the estate’s owner- 
ship dropped to 41%, the other share- 
holder’s interest rose to 43%, and dece- 
dent’s family then owned 16%. The 


Commissioner allowed part of the pro- 
ceeds to qualify under Section 303 and 
treated the balance as a dividend. The 
Tax Court held for the estate. Without 
the attribution rules the redemption is 
not essentially equivalent to a dividend. 
The same result follows even after 
applying attribution, because of the sub- 
stantial minority interest present and be- 
cause of the friction between the execu- 
tor and decedent's family. There was a 
substantial dislocation of relative stock- 
holdings and a significant change in 
control. Thomas G. Lewis (35 TC No. 
11) distinguished. Estate of Squier, 35 
TC 950, acq., IRB 1961-38. 


EXCHANGES 


Acquiring corporation denied loss carry- 
over. Taxpayer published the magazine 
Family Circle distributed through var- 
ious chain groceries. In 1953 it merged 
with the publisher of Park East which 
had a net operating loss carryover for 
the years 1950 through 1952 of about 
$740,000. At the time of the merger, the 
loss corporation had total assets of about 
$13,000. After the merger, taxpayer, the 
surviving corporation caused Park East 
to be published for a limited time, de- 
voting a minimum amount of time, 
money and effort to its operation. Tax- 
payer carried over the 1950 through 
1952 net operating loss to its fiscal years 
ending 1954 and 1955. Taxpayer's di- 
rector testified that one of the. reasons 
it acquired the loss corporation was to 
use tax loss carryover. The Commis- 
sioner disallowed taxpayer the use of 
the carryover net operating loss under 
Section 129 of the 1939 Code, which 
disallows a deduction if the principal 
purpose of an acquisition is the evading 
or avoiding of Federal income taxes. 
The court finds, on the basis of the 
facts, that the principal purpose of tax- 
payer’s acquisition was tax avoidance 
and disallows the net operating loss 
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carryover. F, C. Publication Liquidating 
Corp., 36 TC No. 82. 


*Stockholders retention of interest in 
assets sold to new corporation by liqui- 
dating one makes transactions taxable. 
\ corporation within a 12-month period 
following the adoption of a complete 
liquidation plan, sold substantially all 
of its assets to a new corporation formed 
by the management of the seller. The 
new corporation paid $18,000 consisting 
of $2,025 of its own stock (equal to 45% 
of issued stock), $4,975 in long-term 
notes, and $11,000 in cash. Immediately 
thereafter, the sold its 
remaining shares (55%) to the public 
through underwriters. The old company 
then completely liquidated, distributing 
its assets (the proceeds of the sale to 
the new corporation) to its shareholders 
after paying certain liabilities. The IRS 
disregards the issuance to new investors 


new company 


of 55% of the new company’s stock and 
considered it as a separate transaction 
from what was essentially a reorganiza- 
tion. It reasons that the transaction was 
essentially a device to withdraw corpo- 
rate earnings at capital gains rates by 
distributing all of the old company’s 
liquidation and 
promptly reincorporating them. There 
was no reality to the Section 337 “‘sale”’ 
of assets or to the “liquidation” since 


assets in compl!ete 


each was a step in reorganizing the old 
company. The new company was utilized 
to effect, in substance, a recapitalization 
and change in identity simultaneous 
with a withdrawal of the old company’s 
accumulated earnings for the benefit of 
its shareholders who maintained a sub- 
stantial and continuing equity interest. 
Consequently, there was no Section 337 
liquidation and sale of assets. There 
was a tax-free reorganization and the 
new corporation took over the “pur- 
chased” assets at their basis to the old. 
Che shareholders received a dividend in 
the amount of the assets distributed to 
them in liquidation. The Service con- 
cludes that this ruling will not be ap- 
plied retroactively to transactions con- 
summated prior to 8/21/61. Rev. Rul. 
61-156. 


*Can’t carry forward pre-merger deficit 
in E&P. In 1942 two corporations hav- 
ing an accumulated deficit in earnings 
and profits of $95,000 were consolidated 
to form taxpayer corporation. ‘Taxpayer 
claimed that for the purpose of com- 
puting E&P for dividend purposes in the 
year 1952, it was entitled to carry over 


the $95,000 deficit. The court holds that 
under Phipps (336 US 410) taxpayer can- 
not use a pre-merger deficit to reduce 
post merger earnings since a distribution 
which would be a taxable dividend 
absent a reorganization (i.e. a distri- 
bution out of its own E&P) should not 
lose its character as such merely because 
there had been a reorganization. Frelbro 
Corp. 30 TC No. 86. 


Investments were unrelated; accumu- 
lated-earnings tax imposed. 
was a corporation having as its princi- 
pal business the operation of bars in a 
gambling casino in Reno, Nevada. Tax- 
payer’s sole shareholder was also general 
manager of the gambling casino. Since 
its incorporation, taxpayer earned and 
paid income taxes on net income rang- 
ing from a low of $100,209.42 in 1949 to 
a high of $278,630.70 in 1955. Taxpayer, 
however, paid no salary or dividends to 


Taxpayer 


its sole shareholder-manager during any 
of these years. As a result, taxpayer had 
accumulated undistributed earnings in 
the sum of $781,475.25 in 1955. During 
the years 1950 through 1954, taxpayer’s 
sole shareholder’s tax bracket ranged 
from 80% to 90%.° This court, uphold- 
ing the Tax Court, holds that taxpayer 
is subject to the unreasonable accumu- 
lations penalty tax. Further, the cost of 
farm land purchased by taxpayer in 
1953 and 
able business needs, and thus does not 
qualify as accumulated earnings credit. 


1954 was not for its reason- 


There was an unreasonable accumula- 
tion in 1953 and 1954 to the extent of 
taxpayer's equity in the farm land. Tax- 
payer’s contention that acquisition of 
the land was caused by taxpayer’s de- 
sire to keep out competitors is rejected. 
Leland I. Smith, Inc., CA-9, 6/28/61. 


Disallowed corporate expenses are divi- 
dends to sole stockholder. A corporate 
taxpayer was denied expense deductions 
for (1) legal fees (2) travel expenses of 
its president (3) salaries of its president 
(4) expense for the upkeep of a lodge 
and (5) expenses for factory repairs. The 
court (1) allows the deduction for legal 
fees finding that the fact that the attor- 
neys (on a retainer basis) who received 
the fees worked wtihout fee on the es- 
tate of the father of taxpayer’s presi- 
dent, does not mean the fees were paid 
with respect to the estate work. (2) It 
allows the travel expenses (except for 
$1,000 which the court allocates to tax- 
payer’s president’s wife) even though 
the only record the president kept was 
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to note the difference between the 
amount of money he started his trip with 
and the amount he returned with. (3) 
It allows the full deduction for the sal- 
ary paid its president finding that al- 
though the salary was increased when 
the president and his family became sole 
stockholders and when dividends were 
reduced and not paid, the president’s 
salary was in line with what other offi- 
cers of other firms of a comparable na- 
ture were receiving, and therefore the 
salary was reasonable. (4) It allows most 
of the expenses for the upkeep of a 
lodge finding that the lodge was kept 
for the use of company personnel and 
business guests; the fact the president's 
sons stored their boats at the lodge 
merely reduced the amount of the de- 
duction by 10% and (5) It disallows ex- 
penses for factory repairs finding that 
the replacement of a wooden door by a 
metal one is a capital item since there 
was no proof that the expenditure did 
not add to the life of the business. The 
court also holds that disallowed expenses 
are dividend income to taxpayer’s presi- 
dent. Alabama-Georgia Syrup Co., 36 
TC No. 76. 


Subchapter S election upheld despite 
subsequent bankruptcy. A corporation 
made an election in November of 1958 
under Subchapter S not to be taxed as 
a corporation. It soon went bankrupt 
and its trustee in bankruptcy sought to 
set aside the Subchapter S election on 
the ground that the corporation was ad- 
judicated a bankrupt shortly thereafter, 
and that it would be an inequity to 
creditors to permit the election to stand 
and thus to deny the corporation the 
right to a carryback of the net operat- 
ing loss. This court holds that a Sub- 
chapter S election may be validly effect- 
ed even when the corporation is in- 
solvent or contemplates liquidation. 
Further, net operating loss carrybacks 
or carryforwards are purely a matter of 
legislative grace, and thus there is no 
inequity by ruling that a Subchapter S 
election is binding for all purposes. The 
corporation’s creditors cannot receive 
benefits of a net operating loss carry- 
back. Matter of Novo-Plas Mfg. Co., 
DC N. Y., 6/27/61. 





xkindicates a case or ruling of un- 
usual importance. 


*indicates a case or ruling having 
some novelty or unusual interest. 
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states, trust & gilt 
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New hope seen for simplification of 


taxation of estates and trusts 


by CHRISTIAN M. LAURITZEN II 


ill but the most expert have much trouble with current laws taxing income of 


trusts and estates, and even the experts aren't very happy about the present state 


of the law. 


A bar association committee has now come up with proposals for 


change which it is hoped will make application of the law easier and more certain. 


This description of these authoritative proposals, by the chairman of the committee, 


shows what the present problems are and what should be done about them. 


i VER SINCE the 1954 Code was enacted, 
there has been a growing chorus of 
protest against the complicated provi- 
taxation of 
The 
aims of those who drafted these provi- 
641 
noble; 


sions governing the income 


trusts and estates of decedents. 


sions (Sections to 683) were un- 
but the 


result of their labors was a set of laws so 


doubtedly most actual 


complicated in language and so unjust 
in some es as to make the provi- 
sions virtually impossible of practical 
Kenneth 
Laurens Williams, 


ipplication. As Bergen and 


both well-known tax 


experts, have said: ‘““The inequities and 
complexities of the current law have 
made it unworkable and_ unsatisfac- 
tory.”’! 


To find solution to this mess, 


the Internal Revenue 


some 
Subcommittee of 
the Ways and Means Committee of the 
Hon. 
Mills, Chairman, appointed 


House of the 
Wilbur D. 
an Advisory Group to study Subchapter 


J] and 


\gain the aims were noble and the able 


Representatives, 


recommend corrective measures. 


men involved were well informed, dedi- 


cated and hard working; again, many 
worthwhile improvements in the law 
were suggested: but once again, when 


the final report was released, the aver- 
age lawyer saw with despair that the 
language was extremely complex and 
that many of the most irritating and un- 
workable provisions of the 1954 Code 
had been retained. 

lo the average, non-tax-expert lawyer, 
concerned with the multifaceted aspects 


it seemed that the 


of a general practic, 


had _ created 


labyrinths of language in order to deal 


tax experts monstrous 
with certain highly specialized problems 
of income tax avoidance. The average 


lawyer seldom, if ever, encounters such 


problems or devices; but daily he was 
being forced to struggle with this in- 
credibly complicated language because 
the statute made such provisions ap- 
plicable to all estates and virtually all 


trusts. 


Committee on simplification 

Real 
the 
become 


the Section of 


and 


Over the 
Estate, 
American 


years, 
Probate Trust Law of 
Bar 


increasingly 


Association had 


concerned about the com- 
plexity and incomprehensibility of the 
income tax laws as they related to fam- 
ily trusts and decedent’s estates. 

In 1959, 


should be taken to attempt the drafting 


it was decided that action 
of a more simple and (hopefully) more 
comprehensible set of laws on this sub- 
ject, and in September of that year the 
created a committee—the 


section new 


Committee on Simplification of ‘Taxa- 
of Estates 
two years of work, the committee 


tion of Income and Trusts. 
After 
has prepared a draft of a proposed 
statute. In the 


visions, the committee made three basic 


revising statutory pro- 


decisions: 


Taxation of decedent’s estates 

First it was decided that the 1954 laws 
with regard to decedent’s estates were 
needlessly complex. The chief cause of 
this unnecessary complexity was the fact 
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that the provisions applicable to dece- 
dent’s estates were lumped together with 
the complicated rules applied to “com- 
plex trusts” in which the trustees are 
given broad discretion to accumulate or 
distribute 
corpus. It be that such 
trusts” are sometimes set up for the 
purpose of avoiding taxes, but why 
should the rules designed for such trusts 
be applied to the affairs of the grieving 
and bewildered widow and children of 
a dead man? There are many recognized 
methods of tax planning, but suicide is 
not one of them! 

The dealing with decedent's 
estates have to be applied daily through- 
out the country to estates of modest size 


income and to 


distribute 


may “complex 


laws 


by bankers and lawyers most of whom 
are not tax experts and who find these 
complex provisions almost incompre- 
hensible and wholly incapable of prac- 
tical application. 

The therefore, 
that the provisions dealing with the 
taxation of 


committee decided, 


should 
be separated from the trust provisions 


decedent’s estates 
and should be placed in a separate sec- 
tion for ready reference by the average 
who has an 


(non-tax-expert) lawyer 


estate to administer. It was also decided 
to simplify the statute by having the 
estate the 
simple trust and to incorporate many 


treated basically same as a 
of the recommendations of the Advisory 
Group which had the purpose of curing 
inequities in the 1954 statute. Thus, a 
charitable 
deduction 


deduction is treated as a 


from distributable net in- 


come the same as a distribution to any 
other beneficiary. 

The provisions of existing law (Sec- 
tion 661) relating to distributions by 
but all statutory 


with — trusts 


estates was retained, 


provisions dealing were 
placed in a separate section solely ap- 
plicable to trusts. The proposed new 


statute has retained, however, the 
original concept of the income tax law 
(See Section 162(b) of the 1939 Code 
and corresponding sections of the pre- 
Acts) that an estate 


deduction for 


ceding Revenue 
must claim a income 
which by law is required to be dis- 
tributed to 
sion incorporates common law rules into 
the tax provisions with resulting com- 
plexity and in some instances causes 


beneficiaries. This provi- 


confusion.2 The existing language has 
been retained despite its defects because 
it is well known to practitioners. 
Particular care was taken to preserve 
the conduit theory with regard to the 
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taxability of estate distributions. Under 
the conduit theory, an estate is merely 
a pipe through which the income flows 
to the beneficiaries with such 
having the same character for income 
tax purposes in the hands of the bene- 
ficiary as it had when originally received 
by the estate. Under the 1939 Code, the 
conduit principle was frequently at- 
tacked by the Commissioner, who sought 
to impose an income tax on items in 
the the beneficiaries of an 
estate even though that same item had 


income 


hands of 


not been taxable when received by the 
estate. The Commissioner’s persistent 
attacks resulted in the breaking down of 
the conduit theory in some cases. One 
such case was McCullough. In that case 
an estate had received a stock dividend 
which was exempt from taxation under 
the 1939 Code. Pursuant to the govern- 
ing state law, the estate had allocated 
this tax exempt dividend to income and 
to the beneficiaries. 
The Commissioner contended that this 
stock 
the beneficiaries and was sustained by 


had distributed it 


dividend was taxable income to 
the court. Thus the tax-exempt divi- 
dend lost its tax-exempt status by pass- 
ing through the hands of the executor 
of the estate. Because of such cases, the 
1954 Code contained various provisions 
(such as Subsection (b)) designed to pre- 
serve the conduit principle.) These pro- 
visions have been retained in the pro- 
posed new statute with such clarifying 
amendments as have been suggested by 
the Advisory Group. 

Another change in the proposed sta- 
tute is designed to change the incon- 
gruous rules of the existing law where- 
by the distribution of an automobile 
can result in the receipt of taxable in- 
come by the beneficiary. Section 663(a) 
(1) of the 1954 Code excluded from the 
terms of Sections 661 (a) and 662(a) cer- 
taian gifts or bequests of specific sums 
of money or specific property paid or 


1 Statement of Kenneth W. Bergen and Laurens 
Williams, Final Report of Advisory Group or Sub- 
chapter J on the Internal Revenue Code as trans- 
mitted to Honorable Wilbur D. Mills, Chairman, 
Subcommittee on Internal Revenue Taxation of 
the Committee on Ways and Means, House of 
Representatives, on December 29, 1958, at page 90. 
2 See Lauritzen, “Estate Income During Adminis- 
tration,” Vol. 3, No. 4, (December 1959) Tax 
Counselor’s Quarterly, page 1. 

$153 F.2d 845 (CA-2, 1946). 

*See Advisory Group Report, supra note 1, page 
23 et seq. for a more detailed discussion. See also 
Lauritzen, supra note 2; also Kamin, Surrey and 
Warren, “The Internal Revenue Code of 1954; 
Trusts, Estates and Beneficiaries” (1954) 54 Col. 
L. Rev. 237 and Fleming “Income Taxation of 
Trusts and Estates under the 1954 Code,” (1954) 
32 Taxes 931. 
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credited all at once in not more than 
three installments other than amounts 
which would be paid or credited only 
from income of the estate or trust. Con- 
sequently, payment of such specific gifts 
or bequests of corpus did not entitle the 
fiduciary to a deduction under Section 
661(a) nor did it result in income being 
attributed to the recipient under Section 
662(a) and under Section 102(a) such 
amounts are excluded from gross _in- 
come of the recipient. 

This exclusion has proved to be too 
narrow in scope. For example, it does 
not exclude from the rules of Sections 
661(a) and 662(a) distributions of 
corpus to residuary legatees, payments 
solely out of corpus to will contestants, 
payments out of corpus of an estate to 
widows pursuant to provisions of local 
law allowing an executor to make 
temporary provisions for a widow's sup- 
port and payment of an intestate share. 
As a result, persons who receive dis- 
tributions from corpus of an estate some- 
times are treated as receiving income 
even though they may have no right to 
share in In other instances a 
distribution to a beneficiary from the 
residue of an estate in the ordinary 
course of and not 
prompted by any tax motive results in 
the beneficiary being taxed with a dis- 
proportionate share of income. Effective 
relief in this area can be afforded only 
by excluding true corpus distributions 
from income so that such distributions 
will be 


income. 


administration 


excluded from the income of 
estate beneficiaries to the extent pro- 
vided under Section 102. 

Under the proposed changes, amounts 
properly paid from and charged to 
corpus as a bequest or as a statutory 
award or allowance to a spouse would 
be excluded from gross income for a 
period of three years which is long 
enough to take care of the administra- 
tion of most estates. If a spouse is en- 
titled under state law to income of an 
estate, however, as is sometimes the 
the spouse elects to take 
against will, an amount paid to the sur- 
viving spouse which the fiduciary prop- 
erly charges to income would be sub- 
ject to tax and includible in the gross 
income of the spouse. The same would 
be true where amounts paid to will 
contestants are properly payable out of 
and are charged to income. (See Del- 
mar, 25 TC 1015 (1956).) 

It is recognized that the proposed 
amendments give effect to a fiduciary’s 
identification of the sources of a distri- 


case where 


bution as did the 1939 Code, and may 
therefore offer limited opportunities for 
minimizing taxes for the three-year 
period where a distribution is identified 
as made from principal although there 
is current income in the residuary estate 
from which a payment in the same 
amount could properly have been made 
to the same beneficiary. The possibility 
of avoidance in this area does not ap- 
pear to be sufficient to justify continu- 
ance of the present arbitrary rule under 
which the distribution of furniture or 
an automobile can result in taxable in- 
come.4 


Taxation of simple trusts 


A second basic decision of the com- 
mittee was that a similar divorce should 
be effectuated between the tax provi- 
sions dealing with the ordinary, “caring- 
for-the-family” type of trusts and those 
provisions designed to deal with special 
types of trusts one of whose principal 
purposes could be 
which by their very nature created tax 
problems. It was also decided to incor- 
porate in the trust provisions various 
changes recommended by the Advisory 
Committee the 
provisions simpler and more equitable. 


tax avoidance or 


which made statutory 

Two basic changes were made to carry 
out this decision. First, the provisions 
applicable to the ordinary “caring-for- 
the family” type of trust were placed to- 
gether in one section separate and dis- 
tinct from the special provisions aimed 
at discouraging various methods of tax 
avoidance. Thus, the average lawyer 
dealing with the ordinary family trust 
will not have to concern himself with 
the intricate nebulosities of the compli- 
cated provisions having to do with 
trusts possessing various ramifications of 
tax avoidance. Secondly, the taxation of 
such family trusts was given a simplified 
treatment similar to that accorded dece- 
dents of estates. Thus, a simple trust 
can deduct distributions to charity the 
same as a decedent’s estate. 

A change of major importance was to 
classify all trusts as “simple” trusts un- 
less they were so drawn as to fall within 
some of the special trust provisions. 
Under the 1954 Code (Section 651), any 
trust which distributes corpus is auto- 
matically classified as a “complex” trust. 
Since all well-drawn trust instruments 
contain provisions for invasion of 
corpus in emergencies, this provision 
caused much concern and created a dan- 
gerous tax-trap. 

The 1954 Code overhauled, and in 
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some respects simplified, the tier system 
with the aim of creating a system under 
which the trustee would have less discre- 
tion. The 1954 Code adopted a two-tier 
system of priorities as follows: 

|. First tier: “income . . . required to 
pe distributed currently,” including an- 
nuity payments made out of income. 

2. Second tier: any amounts paid, 
credited or required to be distributed 
other than those in the first tier, those 
previously taxed and excluded distribu- 
tions. 

Included in the second tier thereof, 
are (a) current income which the trustee 
did not have to distribute, (b) accumu- 
lated income of prior years, and (c) 
amounts paid out of corpus. It should 
be noticed that the chief area of dis- 
cretion left to the trustee was where an 
annuity is payable out of income or 
corpus. If actually paid out of current 
income, it would be a first tier distribu- 
tion; if paid out of accumulated in- 
come or corpus, the distribution would 
fall in the second tier. 

The Advisory Group recommended a 
change from the present two-tier system 
to a four-tier system. This further com- 
plication of an already complicated 
statute was opposed by some members of 
the Advisory Group itself,5 and it was 
felt that this further complication should 
not be followed. Instead it was felt that 
the existing statute should be retained 
or else a far more simplified section 
should be adopted. Under the circum- 
stances, it was decided that the wiser 
course was to go along in essence with 
existing law and to leave this section 
for further study. 

The continues the 
provisions of existing law with regard to 
income retaining its same tax character 
in the hands of the beneficiary with re- 


new statute also 


gard to distributable net income and 
with regard to beneficiaries being able 
to claim the benefit of unused loss carry- 
overs and deductions. 

The new statute is designed to free 
the simple family trust from the meshes 
of laws designed primarly to deal with 
tax avoidance. It is not the intention of 
the committee to create a tax haven for 
artful dodgers. Consequently, the new 
statute incorporates virtually all of the 
special tax avoidance provisions of exist- 
ing law. Thus, the new statute includes 
practically unchanged the existing pro- 
visions arrived at preventing tax avoid- 
ance through the device of the revocable 
trust, the Clifford-type short-term trust, 
the trust accumulating income for fu- 


ture distribution to the grantor and the 
Mallinckrodt-type trust where the in- 
come beneficiary can at any time have 
the income distributed to him. 

Two changes were made in_ these 
existing statutory provisions, however, 
to make them more equitable. For a 
long time, one provision of the law in 
this area has been a source of great 
irritation. That is the provision (Sec- 
tion 677(a)(3)) which ordains that the 
income of a trust is taxable to the 
grantor if the trustee has the power to 
pay premiums on an insurance policy 
on the life of the grantor even though 
the trust owns no such policy and none 
of the trust income is ever so used. The 
American Bar Association is on record 
as recommending that Congress change 
this rule and our committee in redraft- 
ing the statute has made this change. 
Our purposes statute (Section 8(b)) pro- 
vides that the income of such a trust 
shall be taxable to the grantor only to 
the extent that the trust income is 
actually used to pay such insurance 
premiums. This brings the statute in 
harmony with the same sort of provi- 
sion with Congress itself enacted on 
February 25, 1945, in connection with 
the case of Helvering v. Stuart. (See 
Section 167 (c) of the 1939 Code.) 

A similar type of change was made in 
the language of existing Section 678. 
That section has its genesis in the case 
of Mallinckrodt v. Nunan® in which the 
Supreme Court held that the life bene- 
ficiary of a trust was taxable on the in- 
come of a from which the life 
beneficiary could at any time have the 
income distributed to him merely by 
requesting it in writing. Section 678, 
however, dangerously extended the scope 
of the Mallinckrodt decision. Subpara- 
graph (c) of that section provides that 
if a person other than the seitlor has 
the power as trustee or co-trustee to ap- 
ply the income of a trust to the support 
of a person whom such trustee is legally 
obliged to support, then such trustee or 
co-trustee is personally taxable on the 
income so applied. 


trust 


It is obvious that this provision of the 
1954 Code imposes a serious threat to 
many family wills and trusts. It is com- 
mon practice in suitable situations for 
a man to set up a trust for his grand- 
children and to make his son the trustee. 
If the children are minors, then under 
this section any distributions for their 
support or maintenance by the trustee 
will constitute taxable income to the 
trustee. Apparently, the same tax result 
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[Mr. Lauritzen is a member of the bar, 
a partner in the Chicago law firm of 
Norman, Engelhardt & Zimmerman. He 
is chairman, Committee on Simplifica- 
tion of Income Taxation of Estates and 
Trusts, a special committee of the sec- 
tion of Real Estate, Probate and Trust 
Law, American Bar Assoctation.} 


Estates, trusts & gifts « 





would apply if the settlor of the trust 
were a benevolent millionaire entirely 
unrelated to the father-trustee. It was 
only natural that such a_ provision 
should cause consternation and arouse 
caustic comment.? 

Our committee decided to revise the 
statutory provisions in this area to make 
them coincide with the original scope 
of the Mallinckrodt rule and Section 9 
has been so revised. In particular, Sub- 
paragraph (c) has been rewritten to pro- 
vide that the income tax imposed by 
Section 9 shall not apply to any powers 
over income which are held by a non- 
settlor purely in the capacity of a trustee 
or co-trustee. 


Discarding throwback rules 

Perhaps the most important and 
fundamental decision of the committee 
was that relating to the so-called “throw- 
back” rules. It was found that the main 
source of confusion and irritation over 
the tax laws dealing with trusts arose 
from the “throwback” rules (Sections 
655 through 668 of the 1954 Code). As 
George Craven, who is a widely-known 
tax expert and a member of the Ad- 
visory Group, well stated: “The throw- 
back rules are so intricate and their ap- 
plication so burdensome that it is doubt- 
ful that they are susceptible of proper 
administration . . . the rules are almost 
incomprehensible to a large percentage 
of tax specialists, let alone the average 
small-town banker or individual fiduci- 
ary who does not have access to skilled 
specialists in this field.” 

Accordingly, it was decided that the 
incomprehensible and unworkable provi- 
sions of the “throwback” rules should 
be pitched onto the junk heap! 

However, that left the committee with 
the problem of what to do about the 
type of tax avoidance made possible by 
the Dean® case. That case 
testamentary 


involved a 


trust which a Missouri 


5 See Advisory Group Report, supra note 1, pages 
72-73. 

6 324 U.S. 871 (1945). 

7 Kamin, Surrey and Warren, “The Internal Rev- 
enue Code of 1954: Trusts, Estates and Benefici- 
aries,”” (1954) 54 Col. L. Rev. 237. 

8 Dean, 102 F.2d 699 (CA-10, 1939). 
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court interpreted as requiring all in- 
come to be accumulated until January 
$ of each year and then distributed to 
the beneficiaries. The Tenth Circuit 
held that for tax purposes the trust had 
to pay the income tax on the income 
accumuluated from January 4 to Decem- 
her $1 and that any such accumulated 
income constituted a tax-free corpus dis- 
tribution when paid out to the bene- 
ficiaries on January 3. The decision has 
caused a great deal of very complicated 
legislation, such as Section 162(d) of the 
1939 Code and Section 663(b) and Sec- 
tions 665 through 668 of the 1954 Code. 

It was decided that a simpler solution 
to this problem could be obtained by 
adopting a penalty tax on such trusts 
similar to the penalty for improper ac- 
cumulation of surplus by a corporation. 
Consequently, a new tax statute was 
drafted which imposes a penalty tax 
on accumulated income if the trust en- 
gages in tax avoidance by (1) accumu- 
lating income, and then (2) making tax 
free distributions of principal. 

Thus, if a trust is specifically created 
for, or availed of, for the purpose of 
avoiding income tax to its beneficiaries 
through the device of consistently ac- 
cumulating income and then making 
tax free distributions of principal, such 
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a trust is classified as a tax avoidance 
trust, and its accumulated income is 
subject to a penalty tax for the year in 
which income was accumulated. 

Net income of the trust for purpose 
of the penalty tax means the distribu- 
table net income of the trust which re- 
mains undistributed at the end of such 
trust’s taxable year reduced by the fol- 
lowing exemptions: 

1. Accumulations of income amount- 
ing to less than $500 during any one 
taxable year; 

2. Accumulations of income during 
the legal incompetency of the bene- 
ficiary or during the period of time 
prior to the beneficiary becoming 21; or 

3. Payments of premiums on policies 
on the life of the income beneficiary or 
insurance on property owned by the 
trust or payments on a mortgage on 
property owned by the trust. 

These provisions represent a com- 
pletely new departure in the law ap- 
plicable to the income 
trusts. Undoubtedly the provisions will 


taxation of 


not be found perfect. It is believed, how- 
that will be considerably 
more workable and cause less of a dis- 


ever, they 
ruption in the orderly taxation of trust 
arrangements than is true of the exist- 
ing statutory provisions. % 





Earnings important in valuing closely 
held stock. Donor transferred shares of 


stock in a closely held corporation to 
his son and daughter and reported the 
shares at a fair market value of $126.50 
per share on her gift tax return. The 
corporation held and operated seven 
apartment buildings and upon audit of 
the gift tax return the Commissioner 
determined the value of the shares to 
be $423 per share based upon the valua- 
tion of the underlying real estate. 
Donor’s expert witness asserted that the 
shares should be valued on a “times 
earnings” basis and said that $100 per 
share would be an appropriate figure. 
The court, however, reached the conciu- 
sion that the fair market value of the 
stock at the time of the gifts was $250 
per share. The court pointed out that 
the Commissioner had failed to take into 
account the age and substandard condi- 
tion of the properties and indicated 
that it was important to consider the 
earnings generated by the assets as well 
as the value and nature of those assets. 
Waterman, TCM 1961-225 8/10/61. 


Flight insurance proceeds includible in 
gross estate; right to change beneficiary 
was kept. The decedent, prior to his 
death, purchased an accident insurance 
policy at an airport terminal. After 
filling in the beneficiary designation, he 
mailed the policy to the beneficiary and 
boarded the plane. Subsequently, the 
plane crashed and the insured was 
killed. The Service ruled that the pro- 
ceeds of the policy were includible in 
the decedent’s gross estate. The policy 
included a provision which reserved to 
the insured the right to change the 
beneficiary. The Service took the posi- 
tion that such right constituted an inci- 
dent of ownership exercisable by the 
decedent, even though as a_ practical 
matter it might have been impossible to 
exercise it while the plane was in flight. 
Rev. Rul. 61-123. 


Pre-1942 exercise of general power 
makes trust taxable. In 1929 decedent's 
father created an irrevocable trust, the 
trustee to pay the income to decedent 
or to accumulate it and add it to corpus. 


Decedent was specifically authorized to 
amend, terminate the trust or change 
any beneficial interest. In 1938 dece- 
dent amended the trust agreement to 
eliminate the  trustee’s discretionary 
power to accumulate income during his 
lifetime and to provide that the entire 
net income was to be paid to him. In 
1945 decedent irrevocably released his 
power to amend, terminate or change 
the agreement, but he retained the right 
to receive income for life. The Court of 
Appeals affirmed the Tax Court in hold- 
ing that the 1938 amendment consti- 
tuted an effective exercise of decedent’s 
pre-1942 power of appointment and de- 
cedent’s subsequent release of the power 
failed to prevent the trust property from 
being includible in his gross estate under 
Section 2041(a)(1)(B). The exercise was 
said by the court to be a disposition of 
such a that if it had been a 
transfer of property owned by the dece- 
dent, the property would be includible 
in decedent’s gross estate as a transfer 
subject to a retained right to income. 
Gartland, CA-7, 8/4/61. 


nature 


Only proportionate share of transferred 
jointly owned property is taxable. De- 
cedent and his wife conveyed to their 
children five separate parcels of real 
estate which they owned as tenants by 
the entireties. Another parcel, which de- 
cedent, his wife and daughter owned as 
joint tenants with right of survivorship, 
was conveyed to another child. In each 
instance, the decedent and his wife re- 
served a life estate in themselves and in 
the survivor of them. The entire con- 
sideration for the properties was orig- 
inally furnished by the decedeni alone. 
Also, the decedent and his wife con- 
veyed another piece of property which 
was owned by the decedent and his wife 
as tenants by the entireties to third per- 
sons and in return, as a full and ade- 
quate consideration, such persons con- 
veyed a piece of property to the dece- 
dent and his wife for and during their 
joint lives and for the life of the sur- 
vivor with remainder to decedent’s son. 
The court held that one-half the value 
of the entirety properties transferred by 
the decedent and his wife should be 
included in decedent’s gross estate; one- 
third of the value of the property orig- 
inally owned jointly by decedent, his 
wife and daughter should be included; 
and none of the value of the property in 
which a joint life estate was conveyed 
to the decedent and his wife should be 
included in his gross estate. The court 
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took the position that Section 2040 has 
no application where property held by 
the entireties or in joint tenancy is 
transferred before death. Glaser, DC 
Indiana 7/20/61. 


New releases of mortgages held not 
made in contemplation of death. De- 
cedent and his wife wanted their three 
daughters and their husbands to have 
their own homes. In 1951 and 1952 they 
transferred residential property to the 
two older daughters and their husbands, 
it being understood that a home was 
also to be provided for their youngest 
her husband was dis- 
the The older 
daughters and their husbands executed 


daughter when 


charged from service. 
notes and mortgages in favor of dece- 
dent and his wife and received waivers 
of the payment of interest and releases 
of the mortgages. Such releases were not 
1956, months 
before decedent’s death from cancer, he 


recorded, and in three 


ind his wife executed releases of 


new 
the two mortgages, which were filed of 
record. They also gave $9,000 in com- 
munity funds to the third daughter and 
her husband. The Tax Court holds that 
the 


the execution new releases did 
transfers 


of 
in 

mplation of death but that one-half of 
the 


not constitute made con- 
$9,000 in community funds trans- 
ferred to the youngest daughter and her 
husband was includable in decedent’s 
gross estate as such a transfer. Lynch, 


55 TC 142, acq., IRB 1961-38. 


Estate includes trust despite grantor’s 
sale of her reserved income interest. 
Decedent created an irrevocable trust in 
reserved three-fifths of the 
income for life, the remainder to pass 
to her 


which she 
two children who were the bene- 
ficiaries of two-fifths interest in the in- 
come. When she was approximately 78 
years old she sold this income interest 
in the trust to her son for $140,000. At 
that time the actuarial value of her re- 
tained life interest, based upon her life 
expectancy, was $135,000, whereas three- 
fifths of the value of the trust was ap- 
proximately $900,000. She died shortly 
the The 
termined that three-fifths of the corpus, 
less the $140,000 purchase money, should 


ifter sale. Commissioner de- 


be included in decedent’s gross estate 
(1) the 
contemplation of death and (2) the sale 
was not for adequate and full considera- 


because transfer was made in 


tion. The Court of Appeals agreed with 
the Commissioner in holding that the 


three-fifths of the corpus, less $140,000, 





was includible. The court reasoned that 
in a situation of this type Congress 
meant to include the corpus of the trust 
or, in its stead, an amount equal in 
value. The court said that to eliminate 
such a trust from decedent’s gross estate 
by a sale, the consideration must be for 
the interest which would otherwise be 
included in the gross estate not just for 
the value of the reserved life 
Allen, CA-10, 7/26/61. 


estate. 


Crop shares were income in respect of 
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decedent. Decedent during her lifetime 
entered into leases entitling her to a 
share of crops produced by the lessee. 
She died in December 1952 and the 
crop shares for 1952 were sold by her 
estate in a later year. The right of the 
decedent to receive the crops as rent 
constituted income in respect to a dece- 
dent. The income is not recognized un- 
til the crops are sold by the estate and 
the income is taxable to the estate at 
that time. Est., Ct. Clms., 
7/19/61. 


Davison 
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The farmer, like other business owners, 


needs expert estate planning advice 


by AUGUST G. ECKHARDT 


Sound estate planning for the farmer involves consideration of the same questions 


of form of business organization, buy-sell agreements, profit sharing, etc. that the 


tax advisor weighs for any businessman, but the farmer’s economic position often 


makes some unusual business solutions impractical. Professor Eckhardt considers the 


needs of the typical farmer, the financial problems inherent in transferring a farm 


from one generation to the next and offers practical advice on choosing the best 


solution for individual cases. 


poe BUSINESSMAN is more aware of 
his estate planning problems than 
is a city businessman. There are many 
reasons for this. First, much of a farmer’s 
work is of a type which permits him to 
think about such planning while he 
completes other jobs. Second, members 
of a farmer’s family work with him at 
various times, so he appreciates the value 
of their assistance and wonders how he 
can keep them as employees. And third, 
the farmer is exposed to an excellent 
and effective educational program 
through the United States Agricultural 
Extension Service which drills into him 
the importance of good estate planning 
and suggests to him alternative methods 
for reaching his objectives. 


The farmers objectives 


A man who owns and operates a farm 
five 


planning objectives. These are: 


business will have basic estate 

1. to provide satisfactory support for 
his family; 

2. to provide adequate retirement in- 
come for his wife and himself; 

3. to provide opportunities for his 
children to join him in the farming 
business; 

4. to arrange for an equitable distri- 
bution of his estate among his children; 
and 

5. to pass the farm business intact to 
the next generation. 

The following lists of estate planning 
possibilities were prepared for the pur- 
pose of suggesting actions which might 


be appropriate under certain conditions. 
They do not include reference to such 
common problems as: Should farm em- 
ployees be given incentive payments? or, 
Should the farmer carry more life insur- 
ance? Instead, the type of issue raised 
by these checklists relates exclusively to 
the problem of form of business or- 
ganization under which the farmer is 
operating. 

For example, when a farmer consults 
a lawyer about having a will drafted, the 
lawyer will determine in that interview 
whether the business is being operated 
as a sole proprietorship, a partnership, 
or a corporation. He will know, whether 
the farmer expresses the idea or not, 
that he is interested in a comfortable re- 
tirement program, in passing the farm 
business intact to the next generation, 
and probably in meeting the other ob- 
jectives listed above. With that in mind, 
the lawyer should be alert to the estate 
planning possibilities which will be help- 
ful and should make suggestions for the 
farmer’s consideration. Those suggestions 
may be based on the check list in Ex- 
hibit I on page 296. 


Sole proprietorship 


If the farmer-client is operating as a 
sole proprietor, it is probable that one 
of the best pieces of advice he can get 
is to convert into a partnership or a 
corporation. There are very few estate 
planning advantages in a sole proprietor- 
ship. One client is having a problem 
holding his son on the farm because 


he insists upon treating the son as an 
employee and refuses to give the son 
any ownership interest in the farm busi- 
ness. Another client is paying a maxi- 
mum income tax return on the farm 
business income because he is refusing 
to divert that income to a son in the 
form of a share of the partnership 
profits. A third is finding it very difficult 
to arrange for the support of his de- 
pendent parents except by paying that 
support directly from his own earnings 
after paying income tax on those earn- 
ings. Each of these sole proprietors could 
benefit by changing his form of business 
organization. 

However, there are clients and situa- 
tions which definitely require a sole pro- 
prietorship. In that case, there are two 
major suggestions the advisor can make 
to his client. 

First, the farm owner can contract 
with an employee (possibly a son) for 
the sale and purchase of the farm at the 
retirement or death of the owner. Such 
a contract tends to maintain the busi- 
ness income at a constantly high level by 
creating a selfish interest in an em- 
ployee which will drive him to do his 
best for the business, thus avoiding the 
gradual decrease in the business activity 
which often results from the aging of a 
sole proprietor. This higher income for 
the business may mean that the owner 
of the business will be in a better posi- 
tion to support his family adequately 
and, also, that his retirement 
may be larger. 

Second, if the lawyer gets into the 
picture at such a late date that there is 
no other action to be taken, at least he 
can suggest that the farmer execute a 
will which gives one person, probably a 
son, the opportunity of buying the farm 
from the estate. This will mean that the 
chances of continuing the farm as one 
unit have been increased. That pur- 
chaser, and society generally, will bene- 
fit from such continuity. It takes several 
years to accumulate the assets needed to 
operate a farm efficiently. Once this 
combination has been lost, the business 
unit suffers financially for the years it 
takes to accumulate them again. Often 
the combination is lost at the death of 
a sole proprietor. 


income 


none of the 
farm assets will find it impossible to 
finance the purchase of the farm from 
the estate of his father unless the father’s 
will makes adequate arrangements. 
Those arrangements can give the son a 
few years in which to pay for the farm. 


A farm son who owns 
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This means that actually the farmer’s 
other children are financing the sale. 
Unless the father’s will requires those 
children to wait for their money, they 
will receive their share of his estate as 
soon as probate is completed and, in 
order to obtain that money, a forced 
sale of the farm will take place. 

\s to a sole proprietorship, then, the 
lawyer should keep in mind that a buy- 
and-sell agreement between a sole pro- 
prietor and his employee is advantageous 
to all concerned. At the very least, some 
testamentary plan should be attempted 
which will pass this farm as a unit to 
some logical successor. 


Partnership 
If the farm is being operated as a 
there several 


are estate 


planning possibilities which should be 


partnership, 


considered. 
1. Minimize The total 


family income tax can be minimized by 


income tax. 
sharing farm income with family mem- 
bers who are partners. In this way, the 
business income is kept in lower in- 
come tax brackets, which increases the 
profit available for family support and 
retirement. Although there are certain 
limitations, the Internal Revenue Code 
takes the basic approach that each part- 
ner will be the 
income 


taxed on distributive 
as de- 


termined by the partnership agreement. 


share of the _ business 
a. Family partnerships are recognized 
when the partner owns a capital interest 


1 a business in which capital is a ma- 
terial income-producing factor. This 
would be true of a farm business. 

b. In order for such an arrangement 
to work, there must be a real transfer of 
ownership to the family member who is 
being brought in as a partner. 
can be restrictions 


c. There some 


placed on that ownership as long as 
those restrictions are not too severe. 

d. The amount of income which is al- 
located to such a partner cannot be so 
large as to make it impossible to com- 


pensate the other partners for their 
services and capital contributions. 

e. A transfer of a partnership interest 
to a very young child should be made 
in trust. 

However, subject to these limitations 
the income-splitting 


possibilities of a partnership offer a valu- 


and restrictions, 
able estate planning technique. 

2. Continue business. Although the 
Uniform Partnership Act provides for 
the termination of a partnership by the 
death of any partner, it is possible to 








provide for continuity of the farm busi- 
ness beyond the death of a partner 
through the proper wording of the part- 
nership agreement. The agreement can 
provide: 

a. That the wife of a deceased partner 
will replace him in the partnership. 

b. That the executor, followed by a 
trustee, will replace the deceased part- 
ner until some event occurs such as (1) 
the decedent’s children graduate, or (2) 
the decedent’s wife dies or remarries. 

c. That a person designated in dece- 
dent’s will, or otherwise, is to receive a 
share of the partnership profits during 
a stated period. 

d. That the surviving partner has an 
option to buy the decedent’s interest. 

e. That the surviving partner is re- 
quired to buy and that the representa- 
tive of the deceased is required to sell 
the decedent’s interest. 

The problem of continuity of the 
farm business is important to several 
of the farmer’s objectives. Such con- 
tinuity provides him with more money 
for adequate family support, will pro- 
vide retirement income for his wife and, 
possibly, for himself, will help provide 
business opportunities for the children, 
and will make it possible to pass the 
farm business intact to the next genera- 
tion. 

3. Retirement, widow’s support, guar- 
anteed market. This question of con- 
tinuity is related to items 3, 4, and 5 in 
the checklist dealing with the partner- 
ship. That is: retirement income of a 
partner can be improved by a planned 
sale of the retiring partners interest to 
his partners; a deceased partner’s widow 
can be supported by payments from the 
partnership, either as a share of the 
profits or as payments in purchase of 
decedent’s interest; and, a guaranteed 
market for a deceased partner’s interest 
can be created in the surviving partners. 

4. Attract son. A son of a farmer can 
be attracted to the farm business as a 
co-owner if he is brought into a_part- 
nership. A child who might otherwise 
leave the farm for city employment may 
give serious consideration to a proposi- 
tion for working on the family farm if 
he can be given the status of a part 
owner. Ownership increases his pride 
and interest in the business. Thus, the 
parent who wants to attract his children 
into the business may have better re- 
sults if he offers to bring the child in as 
a partner as contrasted with bringing 
him in as an employee. 

If this is accomplished, a big step has 
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been taken toward answering several 
estate planning problems. It is probable 
that there will be no decline in farm 
income as the father ages; a business 
opportunity has been provided for one 
of the farmer's children; and, it is likely 
that the farm business will be passed 
intact to this child who has become a 


partner. 
5. Transfer to next generation. A 
partnership agreement offers an _ ex- 


cellent opportunity for transferring the 
ownership and management of the farm 
business to the next generation gradually 
and smoothly. When a farm son is old 
enough to be taken into the partner- 
ship, he will have few assets and will be 
contributing only his labor. However, 
as time passes, he will contribute more 
and more to the management end of the 
business and will accumulate an interest 
in the partnership assets. The partner- 
ship agreement should recognize this 
possibility and should provide for a cor- 
responding increase in his share of the 
partnership Under such an 
arrangement, as the father gradually re- 
tires from the business, the son will fill 


profits. 


the vacancy, will increase his percentage 
ownership of the farm assets, and, thus, 
will be in sound financial condition for 
acquiring the balance of the business 
upon his father’s death. He will assume 
the role of sole proprietor at that point 
with a low indebtedness and with good 
possibility of financial success. Ideally, 
he will soon establish a partnership with 
his son. 

Such an arrangement for a gradual 
transfer should be worked out carefully 
by the lawyer. It is advisable, usually, to 
provide in the partnership agreement 
that the son has a right to increase his 
capital contributions to the partnership 
annually until he has contributed a 
certain percentage of the partnership 
assets, probably 50%. The partnership 
agreement would provide for a different 
division of the partnership profits each 
year depending upon the contribution 
A surviving partner 
would be given a right to buy. Although 


of each partner. 
such an agreement is quite elaborate, it 
is the 
method for providing a workable operat- 


most satisfactory partnership 
ing plan between the father and son 
and a practical transfer plan of the en- 
tire farm business. 

6. Bequeath partnership interest. The 
Uniform Partnership Act provides that a 
partner's interest in the partnership is 
his share of the profits and surplus and 
that this interest is personal property. 
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Sole Proprietorship 

1. The sole proprietor and an em- 
ployee can contract in advance for 
the sale and purchase of the business 
at owner's retirement or death. 

2. Other sources of cash can be 
planned to meet expenses which are 
incidental to death. 

3. The business can be transferred 
during the owner’s lifetime in con- 
sideration of the purchaser’s promise 
the and his wife 
until their death. 


to support seller 

4. The owner’s will can permit 
one child to buy the business, the 
proceeds being divided among other 
children. 

5. An employee can be given some 
authority and rights to encourage 
him to continue with the business. 

6. The sole proprietorship can be 
converted into a partnership or a 
corporation. 


Partnership 


1. etal 


mized by sharing farm income with 


income tax can be mini- 


family members who are partners. 

2. Continuity of the farm business 
beyond the death of a partner is pos- 
sible with proper planning. 


3. Retirement income of a partner 





EXHIBIT I:—ESTATE PLANNING POSSIBILITIES; PROPRIETORSHIP, PARTNERSHIP, CORPORATION 


can be improved by a planned sale 
of the retiring partner’s interest to 
his partners. 

4. A deceased partner’s widow can 
be supported by payments from the 
partnership, either as a share of the 
profits or as payments in purchase of 
decedent’s interest. 

5. A guaranteed market for a de- 
ceased interest 
created in the surviving partners. 

6. A partner’s child can be attract- 


partner’s can be 


ed to the farm business as a co-owner. 
7. Ownership and management can 
be transferred to the next generation 
gradually and smoothly. 
8. A partner’s will can dispose of 
his interest in the business. 


Corporation 

1. A child of a stockholder can be 
brought into the farm business as 
co-owner conveniently and with little 
risk of disrupting the business. 

2. Family investments can be en- 
couraged with the assurance of limit- 
ing liability to the original invest- 
ment. 

3. Death taxes can be reduced by 
lifetime gifts of shares of stock with- 
out serious risk to the continuity of 
the business. 


4. Continuity of the farm business 
beyond the death of the principal 
stockholder is possible with proper 
planning. 

5. The corporation can provide an 
additional tax unit which may reduce 
income tax splitting income and stay- 
ing in lower tax brackets. 

6. The corporation can elect to be 
taxed like a partnership 
avoiding the corporation Federal in- 


thereby 


come tax. 

7. Social security benefits may be 
increased by more salary payments. 

8. Income tax savings and _in- 
creased retirement income result to 
stockholder-employees through use of 
a profit-sharing plan. 

9. A deceased stockholder’s widow 
can be supported by a salary con- 
tinuation plan, payment of death 
benefits, or payments in purchase of 
decedent’s shares of stock. 

10. A guaranteed market for a de- 
ceased stockholder’s shares 
created in the surviving stockholders 


can be 


or in the corporation. 

11. Sale of shares by a minority 
stockholder need not disturb the 
business. 

12. The value of minority interests 


can be protected. 








Thus, a partner does own something of 
value which should be considered when 
his will is drafted. Even though owner- 
ship of the specific partnership property 
which is held in the name of the part- 
nership will pass immediately to the 
surviving partner, as in a joint tenancy, 
that partner is required to account and 
the beneficiaries of the farmer’s estate 
will receive his interest in the partner- 
ship business. 

The 


wonderfully 


partnership provides such a 


flexible form of business 


organization that it is a_ satisfactory 


answer for most farm situations. If the 
lawyer gives adequate consideration to 
the job of drafting the partnership agree- 
ment and arranging for property owner- 
ship, all of the five objectives of the 
farmer can be attained through the use 
of the partnership. 


Corporation 


The corporation is a form of business 
organization which has clear advantages 
in meeting the farmer’s five basic estate 
planning objectives. Here are some ex- 


amples which will show the very satis- 
factory adaptability of the corporation 
to typical problems of a farm family. 

One farmer wanted to encourage his 
son to return to the farm after complet- 
ing military service. He believed that the 
most effective encouragement would re- 
sult from a part ownership of the busi- 
ness. By transferring shares of stock to 
the son as a gift and as compensation 
for prior labor, the father gave the de- 
sired encouragement. If the son decides 
against returning, his ownership of the 
shares will not interfere with the con- 
tinued operation of the farm unit. No 
specific assets are involved; no dissolu- 
tion of the business will result. Thus, a 
son who is not positively committed to 
farming can receive ownership of an in- 
terest in the business—shares of stock— 
without endangering the efficiency of the 
farming unit. The corporation is better 
adapted than the partnership or sole 
proprietorship for this purpose. 

Consider these facts: 

1. The farmer requires a reliable labor 
force to operate a farm unit of a satis- 


factory size. 

2. Because of sentiment and pride, a 
farmer wants his son to be the next 
owner of the farm. 

3. The father can arrange a better re- 
tirement plan if his son is available to 
buy the farmer’s interest. 

These three objectives are best ful- 
filled if the son stays on the farm with 
the father. 

To accomplish this, the father must 
be able to compete with city wages. 
Often, cash is not available. If so, regu- 
lar transfers of shares of stock may be an 
attraction for the son because such trans- 
fers advance the son toward farm owner- 
ship. Thus, an interest in the business 
can be transferred to a son to compen- 
sate for the difference between the cash 
wages he receives and city wages. The 
corporation is better adapted than the 
partnership or the sole proprietorship 
for this purpose. 

Another farm family—a father and 
two sons—operates and manages three 
separate businesses: dairy, poultry, and 
beef. They are operated as one business 
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unit. The financial resources of each of 
the three operators differs considerably. 
If it is decided to build a new poultry 
house and one person is to provide the 
stock can be issued to the con- 
tributor. Thus, expansion and diversifi- 
cation of the farming unit are encour- 
aged, leading to a sounder and more 
profitable enterprise. A partnership or 
sole proprietorship would require more 
elaborate records than a corporation to 


cash, 


accomplish this type of financing. 

If, in another family, one son has been 
given a college education, has moved off 
the farm, and has contributed little to 
the farming enterprise while another 
has devoted full time since high school 
graduation to working on the farm, the 
latter can be given shares of stock to 
balance the cost of the college education 
ind, possibly, additional shares to com- 
pensate for the increased value attribu- 
table to his labor. In this way, shares of 
stock are used to equalize the treatment 
of the farmer’s children. 

\ll of the transfers of stock described 
in the preceding examples will tend to 
the value of the estate of the 
father. This will reduce the death taxes 


reduce 


collected from those assets and thus re- 
sult in the transfer of a larger percent- 
ize of the assets of the farm business to 
the next generation. In addition, by 
just ordinary gifts, death taxes can be 
minimized by lifetime transfers of stock. 

Because of small profit margins in 
farming, a successful farming business 
value to 
Many 


requires assets of substantial 


produce an adequate income. 


farmers have investments exceeding 
5100,000. A young man with no assets 


mnot finance such a purchase. The 
problem of financing must be met by 

ich generation. If no farm operator is 

lable to buy the entire unit, the 
m probably will go into the hands of 
landlord to be worked by a tenant 

x the assets will be sold piecemeal. 
Either of these is an unsatisfactory de- 
iopment. 

Che corporation is the most flexible 
rm of business organization available 
for enabling the son to increase his per- 
centage ownership in the farm business 
oradually before the death of his father. 


he son is better able to purchase the 
farm when it becomes available for com- 
te transfer. Other forms of business 


rganization can be used for such a 
radual acquisition of a farm business, 
ut the corporation provides the neatest 


solution. 


business or- 


form of 


Che 


ce srporate 


ganization is so ideally suited to meet 
the problems of a family farm operation 
that it is unnecessary to urge that point 
further. However, there is one argument 
in favor of the corporation which war- 
rants mention because of the fact that 
lawyers tend to omit this from their 
thinking when they are working with 
farmers. That is the possibility of using 
a profit-sharing plan in a farm business. 
As stated above, one of the objectives 
of a farmer is to provide adequate re- 
tirement income. Assuming that social 
security is inadequate, private planning 
for retirement becomes important. The 
profit-sharing plan offers a unique 
method of private planning which per- 
mits the of a fund sheltered 
from the ravages of the income tax. 


creation 


Profit-sharing plans 


It will be recalled that the qualified 
profit-sharing plan is advantageous for 
Federal income tax purposes at three 
points: 

1. Contributions (within 
limits) by the corporation to the trustee 
of the plan are deductible immediately. 

2. Income accumulated by the trustee 


prescribed 


from the investment of the trust fund is 
exempt from income tax, as long as the 
trustee does not engage in certain pro- 
hibited transactions. 

3. The employee pays no income tax 
on the at the time it is 
paid to the trustee. When a share is dis- 
tributed or 


contribution 


made available to a_par- 
ticipant, income taxes apply to that 
share, but, usually a recipient will be re- 
tired at that time and will be in low 
tax brackets. In addition, a distribution 
is taxed as long-term capital gain if the 
entire sum payable to a given employee 
is distributed within one taxable year of 
the employee on account of the em- 
ployee’s death or other separation from 
the business. 

These tax advantages are substantial. 
If it is possible for a businessman to 
take advantage of such income tax sav- 
ings, certainly he is wise to do so. The 
tax money which is saved can be used 
for any of the other objectives of the 
farmer. There are other advantages to 
a profit-sharing plan, such as employee 
stability, which will not be developed 
here. 

Three points bear mention. 

One, there must be cash profits in 
order to make the plan work, 

Two, it is the general rule that no 
profit-sharing plan will be qualified for 
these tax advantages if it amounts to a 
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[August G. Eckhardt is professor of law 
at the University of Wisconsin Law 
School. This article is based on a paper 
he presented as part of the two-day 
course on Estate Planning conducted by 
the Illinois State Bar recently.] 





subterfuge for the distribution of profits 
to shareholders. Does this mean that such 
a plan cannot be used if the only em- 
ployees of the corporation are also share- 
holders? While I have been unable to 
find any authority for answering “no”, 
Isidore Goodman, Chief of the Pension 
Trust Branch of the Internal Revenue 
Service’s National Office, Tax Rulings 
Division, as reported in the Tax Re- 
search Institute Report dated March 10, 
1960, has expressed the opinion that a 
plan stockholder 
ployees can qualify if it is broad enough 
to cover non-stockholder employees who 


covering only em- 


may be engaged in the future. If this is 
so, a profit-sharing plan can be used 
in a situation where the only employees 
are also stockholders of the corporation. 
If the farm business has non-stockholder 
employees, there is no problem at all as 
long as coverage of the employees is rea- 
sonable. 

Three, the money which is set aside 
for this profit-sharing plan is necessarily 
lost to the business or to the beneficiaries 
of the plan. To some extent, assets of 
the trust fund are available to the par- 
ticipants in the form of loans and, if 
done properly, trust assets can be made 
available to the corporation in the form 
of loans. 

One additional thought on the profit- 
sharing plan: In advising a farmer who 
has nearly reached a retirement age, the 
lawyer will find that a_ profit-sharing 
plan offers little retirement advantage 
to the farmer because the amount paid 
into the trust fund in his behalf will be 
quite small. He will not be covered for 
a sufficient number of years. However, 
consideration of a profit-sharing plan 
should not be discarded merely because 
it is not the answer to the parents’ re- 
tirement problem. It is such an ex- 
cellent method of saving for retirement 
that the plan should be established for 
the benefit of younger owners of the 
business who will have ample time to 
build up a trust fund before drawing 
on it for retirement. The younger own- 
ers are the ones who will gain substan- 
tially from the establishment of such a 
plan. 

Of course, profit-sharing planning is 
connection with 


discussed in corpora- 
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tions because the persons who benefit are 
employees. Sole proprietors and partners 
are not eligible to participate in such 
plans because they are not employees. 
Therefore, to get full advantage, a busi- 
ness must incorporate so that its owners 
can be hired. 


Disadvantages of incorporating 


With all of these wonderful advan- 
tages, why don’t all farmers incorporate? 
The fact is that there are some disad- 
vantages. 

Strangely enough, one of the most 
troublesome disadvantages of the corpo- 
ration is tied to the question of social 
security. 

The total cost of social security bene- 
fits for family members will be greater 
if a business incorporates. For the years 
1961 through 1962, a self-employed 
farmer will pay an annual social security 
tax of 414%. 


employee will pay 3% 


For that same period, an 
and his employer 
rhus, the total tax paid 
by a corporation and an employee will 


‘) 


will pay 3%. 


be 6%; this is one third greater than the 
the 
amount of income. This difference will 
1969. Thus, on a $4,800 in- 


self-employed payment on same 


increase by 


come each for a father and two sons 
who are operating a farm, the total 
social security tax payment for 1961 


will be $216 more if the business is in- 
corporated than if the three operators 
are organized as a partnership. 

This difference is not so serious to a 
father who is nearly 65 years old. How- 
ever, a similar computation for a family 
in which two sons, ages 32 and 36, are 
involved shows that the total increased 
tax—that is, the tax which represents the 
excess payment required when incorpo- 
rated—which will be made in behalf of 
these two sons will be more than $5,000 


covering the lifetime of the sons and 
asuming no changes in the social secur- 


ity law. It comes as a surprise to realize 
that the choice of form of business or- 
ganization depends on such a point, but 
in a situation where a partnership ap- 
pears to be quite satisfactory, the differ- 
ence in social security tax payment may 
be the determining factor which causes 
a farmer to conclude that he does not 
want to incorporate. 


Cost of incorporating 

A further important factor is the 
cost of incorporating. These costs will 
vary from state to state and depend 
somewhat on the value of the corpora- 
tion. An average-sized business should 
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plan on $150-$300 of expense, exclud- 
ing attorney's fee. 

What will the attorney charge? This 
also varies. The State Bar of Wisconsin 
recommends a minimum fee of $250 for 
organizing a simple corporation, from 
articles of incorporation through min- 
utes of the first stockholders’ and direc- 
tors’ meetings. A fee of $500 is recom- 
mended for legal work in establishing 
a profit-sharing plan. Usually, there will 
be stock restriction agreements which 
will be considered as work beyond that 
contemplated by the minimum fee for 
the incorporating. Also, time devoted 
to filing an election to come under the 
provisions of Subchapter S may require 
an additional charge. 

If the attorney fees will total from 
$750 to $1,000, there will be many far- 
mers who will prefer to avoid this ex- 
pense by selecting some other form of 
business organization. It certainly is un- 
desirable to have the decision as to form 
of business organization controlled by 
attorney fees and it does not seem pos- 
sible that we will be forced to conclude 
that farmers having assets valued at 
$100,000 or $75,000 or even $50,000 can- 
not afford the legal fees involved in in- 
corporating. However, the farmer will 
want to consider this factor in making 
his decision as to whether or not he will 
incorporate the business. 
is the cost 
problem. Property which is owned by 
an individual obtains a new cost basis at 
the death of that individual which is 
helpful in establishing a better deprecia- 
tion schedule and in saving income tax 
money if the property is sold. If the 
corporation owns an asset, this possible 
adjustment of the cost basis is lost be- 
cause the corporation never dies. How- 
ever, one should not automatically con- 
clude that farmers should not incorpo- 
Each individual case should be 
studied with this problem in mind be- 
cause it is possible to find farm situa- 
tions in which it appears that this prob- 
lem will not be troublesome for many, 
many years. Organizing the corporation 
might be justified now with the hope 
that some method will be found, before 
the issue is important, for passing de- 
preciable items through the estate of 
some of the owners in order to obtain a 
new cost basis for those items. 

There are several techniques for re- 
ducing the taxable income of a corpo- 
ration and, with proper supervision, the 
income tax differential may not be ob- 
jectionab The most common methods 


In addition, there basis 


rate. 


used are to pay out profits as salaries and 
wages in order to reduce corporate 
profits, pay bonuses, have the individual 
stockholders own some of the assets and 
rent them to the corporation so that the 
corporation pays deductible rental for 
its assets, and it is possible that the stock- 
holders can be creditors of the corpo- 
ration so that the corporation reduces 
its taxable income by paying interest. 
These techniques can go a long way 
toward reducing the taxable income of 
the corporation and toward reducing 
the income tax problem, but they do not 
entirely remove it. 


Subchapter S§ 


In 1958, Congress enacted Subchapter 
S of the Internal Revenue Code being 
Sections 1371 to 1377. The purpose of 
this subchapter is to make it possible to 
select the corporate form of business or- 
ganization without reference to tax con- 
sequences. Although there are many un- 
answered questions about the operation 
of this subchapter, it appears to be re- 
sponsible for an attorney to advise his 
client that many of the Federal income 
tax disadvantages which caused the small 
businessman to avoid use of the corpo- 
ration in the past no longer are sig- 
nificant. 

The corporation which qualifies under 
Subchapter S pays no corporate tax. This 
removes the problem of the higher in- 
come tax rate of corporations and the 
problem of double taxation upon the 
payment of dividends. Although there 
are some restrictions to this statement, 
it is generally true to say that capital 
gains will be passed through and be 
given the individual tax treatment so 
that this objection to the corporation 
has been removed. However, the cost 
basis problem, which we discussed above, 
is unchanged. 

It is possible for most family farm 
corporations to qualify under Subchapter 
S. There are other requirements but the 
ones of most significance as we consider 
farmers are: 

1. The corporation must not have 
more than ten shareholders. 

2. The corporation must not have as a 
shareholder a person (other than an 
estate) who is not an individual within a 
meaning of the Code. 

8. The corporation must not have 
more than one class of stock. 

The lawyer who is working with this 
problem must keep in mind the fact 
that a corporation which has a trustee 
as a shareholder does not qualify under 
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Subchapter S and cannot avoid the cor- 
porate income tax. This means that if 
the estate plan provides that shares of 
stock will pass from a father to a minor 
child in trust, that planning should be 
changed. The methods available for 
holding stock for minors without dis- 
qualifying the corporation as a small 
business corporation are a guardianship, 
a custodian, or in the child’s own name. 

\lso, it is conceivable that 
corporation will wish to have preferred 
stock in order to attract investment capi- 


a farm 


tal from some members of the family 
who are not actively participating in 
the farming business. This is not pos- 
sible if Subchapter S is to be used be- 
cause preferred stock will constitute a 
second class of stock and, in order to 
qualify, the corporation must not have 
more than one class of stock. 

Nevertheless, Subchapter S does ap- 
pear to be very advantageous and, de- 
spite some of the uncertainties, it should 
be used widely in connection with farm 
corporations. The lawyer must keep 
close control or serious tax consequences 
can result. 


The importance of adequate estate 
planning for farmers cannot be over- 
emphasized. It may be that the national 
farm problem will find a partial solu- 
tion in this area. The fact that a very 
few thousand dollars will make the dif- 
ference between a successful or an un- 
successful farm business makes me _ be- 
lieve that this crucial money can be 
found in income tax savings and in 
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death tax savings with proper planning. 
If we can establish a successful going 
farm business with a low debt and if we 
can arrange to transfer that going suc- 
cessful business from generation to gen- 
eration without substantial tax losses at 
each transfer, and with a constant and 
high productivity, we have done our 
part and performed the service which is 
expected of us. * 





New decisions: farming, cattle and timber 


Bank loan secured by Commodity Credit 
Corporation purchase agreement not 
direct CCC loan. Taxpayer, a_ rice 
farmer, was on the cash basis. In 1954 
he entered into a purchase agreement 
with the Commodity Credit Corporation 
which obligated the U. S. Government 
to purchase his rice at the support price 
anytime prior to June 2, 1955. Later 
in 1954 taxpayer borrowed from a bank, 
securing the loan with his warehouse 
receipt and the purchase agreement. He 
sold the rice to the Government in 1955. 
Taxpayer included the amount of the 


loan as income in 1954. The Tax Court 
holds the proper year of inclusion is 
1955. Section 77, which allows taxpayers 
an election to treat loans from the CCC 
as in effect sales in the year in which re- 
ceived, is not applicable. The loan here 
was from a bank, not the CCC. Further, 
the value of the rice crop at December 
31, 1954 cannot be made taxpayer’s clos- 
ing inventory. He is on the cash receipts 
and disbursements methods and cannot 
now change to an inventory method 
without the Commissioner’s authoriza- 
tion. DeHaven, 36 TC No. 95. 
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Foreign tax credit: careful planning 


needed to prevent loss of allowances 


by EDMOND W. CATTAN 


To be sure that full credit is obtained for foreign income taxes paid, the tax planner 


tries, as much as possible, to synchronize reporting of income here and abroad. 


Mr. Cattan offers some helpful suggestions on reviewing permissible accounting 


methods to achieve this synchronization and discusses how choosing between the 


overall and per country limitations and careful consideration of carryovers can 


also prevent wastage of the credit. 


Digew SEVERAL circumstances an 
/ American corporation can obtain 
less than full credit against its U. S. tax 
for the foreign income taxes it pays.! 
Most commonly the loss arises when in- 
come is reported for foreign tax pur- 
poses in a year different from that in 
which it is recognized for U. S. tax. 
When it is impossible to prevent this 
poor timing, some of the disadvantage 
can be remedied by electing an overall 
rather than a per country limitation in 
the computation and by carrying un- 
used credits to other years. To make 
clear how the problems arise and how 
these remedies work, a brief review of 
the method of computation of the 
credit is helpful. 

The credit is allowed by Section 901 
Code 


domestic corporations can, subject to the 


(a) of the which provides that 
limitation of Section 904, credit against 
their U. S. tax, “the amount of any in- 


come, war profits, and excess profits 
taxes paid or accrued during the tax- 
able year to any 


foreign country o7 


possession of the United States.” 
Section 904 imposes two limitations 
on the foreign tax credit. They are (1) 
the per country limitation and (2) the 
over-all limitation which at the option 
of the taxpayer can be used for taxable 
years beginning after December 31, 1960. 
Once made, the election is irrevocable 
for all subsequent taxab‘e years with- 
out the consent of the Commissioner. 
Section 904(a)(1), the per 
“the 


the credit in respect of the tax paid or 


country 


limitation, says that amount of 


accrued to any country shall not exceed 
the same proportion of the [U. S.] tax 

. which the taxpayer’s taxable income 
from sources within such country (but 
not in excess of the taxpayer's entire 
taxable income) bears to his entire tax- 
able income for the same taxable year.? 
limitation differs from 
the per country limitation in that it is 
computed on an aggregate basis, instead 


The over-all 


of separately for each country. Section 
904(a)(2), the over-all limitation, pro- 
vides—“In the case of any taxpayer who 
elects the limitation provided by this 
total 
credit in respect of taxes paid or accrued 


paragraph, the amount of the 
to all foreign countries and possessions 
of the United States shall not exceed 
the same proportion of the [U. S.] tax 

. which the taxpayer’s taxable incom«¢ 
from sources without the United States 
(but not in excess of the taxpayer’s en- 
tire taxable income) bears to his entire 
taxable 


taxable income for the same 


year.” 


Effective v. nominal rate 

A credit for foreign taxes paid or 
accrued to a foreign country or countries 
is allowable only if there is taxable in- 
come from sources within that foreign 
country or countries as determined 
under U.S. law. The differences between 
U. S. law and that of the foreign coun- 
try can be substantial and can distort 
the tax credit. This is illustrated in the 
computation of the per country limita- 
tion in the adjoining Table I. 

It is noted in the first situation in 


Table I that the nominal tax rate, i.e., 
the amount of foreign tax paid on in- 
come reported in the foreign return is 
30% ($6,000 + $20,000), or 20 percent- 
age points under the assumed U. S. rate 
of 50%. However, in spite of this, $1,000 
cannot be used as a credit. The reason 
for the disallowance of credit is that the 
effective foreign tax rate, i.e., the foreign 
tax paid in relation to the amount of 
income reported in the U. S. return as 
being attributable to the foreign coun- 
try, is 60%, ($6,000 + $10,000). On the 
other hand, in the second situation in 
Table I where it was assumed that the 
income from the Foreign Country and 
the U. S. was the same, i.e., $20,000, 
there was no loss of credit because in this 
case the effective foreign rate is 30% 
($6,000 + $20,000). Thus, it is the effec- 
tive foreign tax rate that governs the 
credit because any time it exceeds the 
U. S. rate, a lott of credit will develop. 
In Table I the per country limitation 
is used, but the same rules apply if the 
over-all limitation is used. The effective 
foreign tax rate when the over-all limi- 
tation is used is the ratio of the total 
amount of foreign taxes paid to all 
foreign countries, to the amount of in- 
come attributable to all foreign coun- 
tries as reported in the U. S. return. 


Major differences between concepts 

What are the major differences be- 
tween U. S. and foreign concepts? 

In broad terms, differences between 
United States and foreign concepts fall 
into two general categories. Differences 
in methods of computing taxable in- 
come, and differences in the allowances 
used in computing taxable income. Only 
a few major ones in each category have 
been selected to illustrate the point. 
There obviously are many others, some 
just as important. 

Exempt v. taxable—Certain types of 
income may be taxed in the foreign 
country and not in the U. S., and vice 
versa. For examp!e, stock dividends are 
not taxable in the U. S., but are taxable 
in many foreign countries. Canadian in- 
terest payable in other than Canadian 
currency, on an obligation issued prior 
to 12/21/60, is not taxed in Canada, but 
taxed in the U. S. The major problem 
here, however, is whether or not a tax 
credit can be claimed for foreign taxes 
paid on income that is wholly or partly 
exempt under our tax laws. After much 


confusion it appears now (GCM 26062) 
that a credit is permissible. However, in 
computing the tax credit limitation, the 
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exempt income must be excluded from 

both the numerator and demnominator 

of the fraction (GCM 21432). 
Instalment sales v. accrual basis—The 


installment sales method of reporting 


is allowed in the United States. 
It is not allowed in many foreign coun- 


income 
tries. The same might be true under 
certain circumstances of the cash versus 
accrual basis of accounting. 
Depreciation—The U. S. allows a num- 
ber of methods—sum of the digits, de- 
Some 
foreign countries allow only the straight 


clining balance, straight line, etc. 


line method, and others no depreciation 
at all. Brazil 
illow depreciation on buildings. 


For example, does not 


Pricing inventories—A number of 


standard methods can be used in the 
United States, such as, LIFO, FIFO, 
tc. In some foreign countries inven- 


tories are required to be valued at their 


landed cost, i.e., invoice price plus 


i 


ight and duty. 


1 pporiionment v. separate account- 


Chis expression is borrowed from 


state tax laws. Separate accounting 


ans that the results in each foreign 


intry are determined separately based 


the business conducted there as re- 


flected in the company’s books. 


Appor- 


mment is any other method that, in 


ct, ignores the separate accounting 
sis of determining income attributable 
particular jurisdiction. In the U. S., 
yme from foreign countries is arrived 
irgely by use of 
On the 


countries the 


separate account- 


other hand, in some for- 


apportionment 


thod is used. For example, in Spain, 


sable income is computed by applica- 
of ratio of sales in Spain to total 

s against world-wide income. A 
ilar rule is applicable in the Province 
Ontario, income as 


Quebec. In total 


orted on the Canadian Dominion in- 


ie tax return is allocated on the 
is of an average of two ratios. In 
( e, there is a minimum income tax 


article deals with corporate taxpayers only 
considers the credit for taxes paid—the direct 
the credit for 
ed paid by a parent with respect to dividends 


It does not consider taxes 
ved from a foreign subsidiary which actually 
foreign tax. 

to be noted that the U. S. tax against which 
eign tax credit can be Atv under both the 
country limitation and the over-all limitation, 
ns the total of the U. S. 


profits tax, 


normal tax, surtax, 
Credit 
penalty surtax on 
accumulations of surplus, 


and capital gains tax. 
»t be applied against the 
asonable the per- 
| holding company tax, or the additional tax 


ting to war 


loss recoveries where an election 

The latter 

yhibtions are specifically provided in Code Sec- 
901(a). 


made to use the tax benefit rule. 
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lax paid to foreign country 


U. S. tax (50% rate) 


Foreign taxable income ($10,000) 
ncome —_ ($30,000) 








Total taxable income 


Foreign taxable income ($20,000) 


Total taxable income —_ ($40,000) 


received. 








TABLE I—Effect on Tax Credit of differences between U. S. law and that 
of foreign country.—Nominal v. effective rate. 


tS asia income from foreign country reported in foreign return 


Taxable income from foreign country reported in U. 
Total taxable income from all sources 


The limitation is computed as follows: 


$20,000 
PES OER ie ss ses aS ee ee 6,000 
S. return 10,000 
es ace es 30,000 
Tsien a ee 15,000 

x U. S. tax ($15,000) = $5,000. 
S. return was $20,000. instead 


If income from foreign country reported in U. 
of $10,000, the limitation would be computed as follows: 


x U. S. tax ($20,000) = 


In the first situation there is a loss of credit for $1,000 of foreign tax paid; 
in the second situation full credit for the $6,000 of foreign tax paid is 


TABLE II1—Computation of overall limitation. 


$7,500. 

















Assume: Taxable income from foreign country X $10,000 
+ ax paid to country X . 6,000 
Taxable income from foreign country Y 10,000 
Tax paid to country Y 3,000 
Total taxable income from all sources $0,000 
U. S. tax (50% rate) 15,000 
Limitation = 
Taxable income from foreign countries X and Y $20,000 ; 
—--- > —— U.S. tax 
lotal taxable income $30,000 
$15,000 = $10,000 
Taxes paid to foreign countries X and Y __ 9,000 
Excess of foreign tax over limitation none 
equal to 12% of value of imports dur- tributable thereto. Also allowed as a 


and last but cer- 
In July of 


value 


ing the taxable year, 
tainly not least is Portugal. 
each year Portugal determines the 
of salaries and rents paid in that month. 
basis of this information 


Then, on the 


alone a committee of three determine 
the profit on which tax is levied. It goes 
without saying that all these apportion- 
ment methods produce amounts of tax- 
different than the 


determined under 


able income amounts 


which would sep- 


arate accounting as used in the U. S. 
Income Tax Return and, worse still, 
even where separate accounting would 


show a loss. 
Different allowances in computing tax- 
able 


lem exists, and in many ways overlaps 


income—Here, too, the same prob- 
with the previous one of differences in 
methods of computing taxable income. 
For example, a depletion deduction is 

S. but is not allowed 
full 
in most foreign countries, are taxable at 
U. S. Under U. S. 
from: a 


allowed in the 
abroad. Capital gains, taxable in 
a reduced rate in the 


law, taxable income foreign 
country is arrived at by taking the gross 
income from the foreign country less the 


expenses and deductions specifically at- 





deduction is a ratable portion of the 


expenses and deductions that is not 


specifically attributable to such gross 


income; in other words, where it is not 


known exactly how much of the ex- 
pense is attributable to the foreign op- 


erations and how much to the U. S. 


operations. A good example of this is ex- 
ecutive office expenses. Usually these ex- 


penses are allocated on the basis of the 


ratio of gross income from the foreign 


country to total gross income. As a 


practical matter there is no problem in 
connection with the first category of ex- 
penses, the ones specifically assigned to 
because 


the foreign ordinarily 


they are spent or incurred in the foreign 


country, 
country. However, problems do arise in 
second category of 
Many 
Latin 


connection with the 


expenses, the allocable ones. for- 


eign countries, notably those in 
America, do not permit a deduction for 
expenses incurred outside their territory. 
Therefore, such items as U. S. executive 
office expenses, exchange losses, etc., are 
not allowed locally. Variations from this 
rule also are possible. For example, in 
Guatemala, salesmen’s salaries in excess 


of 6,000 Quetzal ($6,000) are not allowed 
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[Mr. Cattan is General Tax Counsel and 
Tax Manager of The Singer Manufac- 
turing Company, New York City. This 
article is based on a paper he delivered 
at a meeting of the Institute of U. S. 
Taxation of Foreign Income in New 
York.]| 





the local income tax 
return if the company’s working capital 
in Guatemala is 80,000 Quetzal ($80,- 


000) or over. 


as deductions in 


Synchronizing reporting 


As we have seen, a disallowance of 
credit may result when the taxable in- 
come shown in the foreign return or 
returns is different in the aggregate from 
the amount shown in the U. S. return as 
representing taxable income from a par- 
ticular country or all foreign countries, 
depending on whether the per country 
or over-all limitation is used. If the tax- 
able income in the foreign return or re- 
turns and in the United States return 
could be brought into harmony or syn- 
chronization with each other, maximum 
credit would be obtained. In such cir- 
cumstance there will be an unallowable 
credit only if the foreign nominal tax 
rate or rates is higher than the U. S. 
rate. handful of 


countries that have nominal rates higher 


There are only a 
than ours. 
Synchronization is possible if the dif- 
ferences relate to items which, because 
of differences in the time of reporting 
income or deductions, are reflected in 
taxable income in one year in the for- 
eign country and in another year in the 
U. S. An example is where the install- 
ment sales method of accounting is used 
in the U. S. 
method in the foreign return. The dif- 


return and the accrual 
ference here is related to the timing of 
income. The foreign country taxes the 
entire income in the year of sale. The 
U. S. taxes the same income, but partly 
in the year of sale and the balance in 
subsequent years as cash is collected. 
Considerable success in synchronizing 
timing items is possible because it in- 
the aggregate 
amount of taxable income. It is only 


volves no change in 
a matter of changing the year or years 
in which the income will be reported. 
For example, in the installment sales 
situation just described, convincing the 
tax officials of a foreign country to per- 
mit its use is likely to meet with suc- 
cess, if the reason as to why it is de- 
sirabJe is pointed out to them and, more 
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importantly, if they are shown that it 
will not deny them one penny of tax. 
(i.e., that they will receive the same 
income tax but over two or three years 
instead of one.) Success also is likely if 
the country involved has an income tax 
treaty with the U. S. An arrangement 
to effect synchronization is within the 
contemplated purposes of a treaty, the 
purpose of which is to harmonize on a 
reciprocal basis the laws of the two 
countries in order to minimize 
national double taxation. 


inter- 


Items that can be synchronized de- 
pend on the operations and problems of 
each company. All that can be done 
in this article is to suggest a closer look 
at what the foreign laws provide. In 
most cases some research is required, and 
in others comparisons and analogies 
will have to be made. For example, 
officially, Canada does not allow the in- 
stallment sales method of accounting. 
However, a close examination of their 
income tax law reveals that under cer- 
tain circumstances a method very simi- 
lar to the installment sales method is 
available under Section 85B, through 
the use of year-end reserves in such a 
way so that profit on the sale of goods 
is taxed as the cash is received. 

While in most cases, perhaps through 
necessity, the attempt would be to bring 
the foreign income in line with the U. S. 
income, possibilities of synchronizing 
the U. S. income with the foreign should 
not be overlooked. Synchronization is 
certainly not a one-way street. On the 
U. S. side, apart from the obvious meth- 
ods such as depreciation, accounting 
methods, etc., there are others which 
could accomplish the same result by al- 
lowing a foreign tax credit to be taken 
in a taxable year other than the one in 
which the foreign tax was paid. 

For example, T.D. 5281 (C.B. 1943, 
213) permits a credit for income taxes 
imposed by a foreign country with re- 
spect to blocked income to be taken pro- 
portionately in the taxable year or years 
in which such blocked income is includ- 
ible in gross income for Federal income 
tax purpose. Also, under Revenue Rul- 
ing 288 (C.B. 1953-2, 27) a domestic 
corporation which reports income from 
a long-term contract on the percentage 
of completion basis for foreign income 
tax purposes, may take credit for the 
taxes paid to the foreign country during 
the period of performance of the con- 
tract, against U. S. income taxes paid in 
the taxable year of the completion of 
the contract under the completed con- 


tract method used for reporting in the 
United States. 


Carrybacks and carryovers of credit 


In addition to synchronization, the 
carryback and carryover of tax credits 
help in achieving maximum tax credit. 
One of the reasons, if not the principal 
reason, for the enactment in 1958 of 
Section 904(d) providing for carryback 
and carryover of excess credits deter- 
mined on the basis of the per country 
limitation, was to minimize interna- 
tional double taxation that resulted 
from differences in the time at which 
income was reported under foreign law 
and U. S. law. 

Section 904(d) recognized the concept 
of synchronization by providing that 
where taxes paid to a foreign country 
or possession of the United States in 
any one year are more than the limita- 
tion for that year, the excess may be 
carried back two years and forward five 
years. 

Similarly, when the election to use the 
over-all limitation was enacted last year, 
effective, at the option of the taxpayer, 
for taxable years beginning after Decem- 
ber 31, 1960, the concept of carrybacks 
and carryovers of excess credits also was 
provided for in that connection. 

There are three points worthy of men- 
tion in connection with the carrybacks 
and carryovers of tax credits. 

First, while carrybacks and carryovers 
of tax credit go a long way in overcom- 
ing the problem of disallowances of tax 
credits which result from non-synchroni- 
zation, carrybacks and carryovers do not 
provide an over-all cure to this problem. 
Attempts to synchronize the income in 
the foreign return with the income in 
U. S. return should 
cause the benefits under carrybacks and 


the be made, be- 
carryovers are derived only if in the 
years of carryback and carryover the 
foreign tax paid is less than the appli- 
cable limitation. In other words, there 
must be a cushion available in the years 
of carryback and carryover against which 
the credit could be applied, if full bene- 
fit is to be obtained. For example, if the 
differences between the amounts of in- 
come reported in the foreign return and 
the U. S. 
credit develops because the effective for- 
eign rate is higher than the U. S. rate, 
and these differences continue year after 
year, there will be a loss of credit year 


return are such that loss of 


after year and there will be no means of 
utilizing the amount of taxes carried 
forward. 
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Second, if, through synchronization, 
full tax credit is permissible in the year 
in which the foreign tax is paid, syn- 
chronization would result in a savings 
in time, effort, and money, even though, 
without synchronization, the foreign tax 
paid can be credited through the carry- 
over procedure. It is better to get a full 
tax credit currently rather than in sub- 
sequent years. The procedural mechanics 
(preparation of statements, etc.) of the 
would be 
avoided and at the same time the com- 


carrybacks and carryovers 
pany would have the use of the money 
through a current reduction in the 
.; Be 


rhird, foreign taxes cannot be carried 


tax. 


over from a per country limitation year 
{ 


) an over-all limitation year, nor from 


an over-all limitation year to a per 
country limitation year. This restriction 
was added because otherwise there 


would have been a windfall gain to those 
taxpayers who have accumulated unused 
carryovers, which they could not use 


under the per country method and 
which they might now be able to use if 
they elect the over-all limitation. 


Cherefore, in considering a shift from 
the per country limitation to an over- 
take 
count tax credits which might be lost 
in the event of such a shift. 


all limitation, one must into ac- 


Per country or over-all limitation 


Many of us today are faced with this 
question: Should we continue to use the 
country by country method of comput- 
ing our tax credits, or should we shift 
method, that we 
have a choice, starting with this year? 


to the over-all now 

The answer depends on the circum- 
stances of each company. However, the 
is the effect that each 
method has on the amount of tax credit 


primary factor 
that would be allowed in a particular 
year—especially in the year of transi- 
tion. 
substantial 
tax credits available for 
into 196] the per 
country limitation, the consequences of 
a shift to the over-all limitation in 1961 
might be too costly because, as already 


[o taxpayers who have 
amounts of 


carryovers under 


mentioned above, tax credits cannot be 
carried from a per country year into an 
over-all year. Therefore, the determina- 
tion of staying with the per country 
limitation or electing the over-all limi- 
tation for 1961 would hinge principally 
on the amount of tax credits that would 
be lost in the year of transition. From 
a practical standpoint, if the loss of tax 


credit is substantial, there really would 
be no choice but to stay with the per 
country method. 

On the other hand, taxpayers who are 
more fortunate in that they do not stand 
to lose tax credits in the year of shift, I 
would say that, generally, they would be 
better off electing the over-all limita- 
tion. The reason is that under the over- 
all limitation, all foreign taxes are 
treated in the aggregate. This has the 
effect of averaging together the high 
and low tax rates of the different for- 
eign countries as illustrated in Table II. 
It can be noted from Table II that on 
the country by country basis, the com- 
pany would not be able to claim credit 
for the full amount of taxes paid to the 
foreign country with the 60% rate in 
the year the foreign tax was paid. Under 
the over-all limitation, the 60% rate 
is averaged with the 30% rate in the 
other foreign country, producing, in 
the aggregate, an effective rate of 45% 
which is less than the 
rate, which we 


Ae 
effective U. S. 
assumed to be 50%. 
Thus, full credit is possible under the 
over-all method in the year the foreign 
taxes were paid. 

However, if a company has losses in 
one foreign country and profits in an- 
other foreign country, the per country 
limitation might result in a larger tax 
credit than would be possible under the 
over-all method. In fact, 
reason why the over-all limitation was 
repealed in 1954. It was explained at 


this was the 
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that time that the effect of the over-all 
limitation was unfortunate because it 
discouraged a company operating profit- 
ably in one foreign country from going 
into another foreign country where it 
might expect to operate for a few years 
at a loss. Assume, for example, that tax- 
payer has $150 of total taxable income 
as follows: 


Country Country 


A B U.S. Total 
Income $100. ( $50.) $100. $150. 
Tax (50%) 450. E (52%) 78. 


Under the per country method the 
limitation is $52. Therefore, full tax 
credit is obtained. On the other hand, 
under the over-all method the limitation 
is $26. Therefore, under the over-all 
method there would be a disallowance 
of credit of $24. 

However, this problem of losses in 
some foreign countries and profits in 
other foreign countries, where the per 
country method is better than the over- 
all, and the one I mentioned before 
with to averaging high rate 
countries with low rate countries where 
the 
are 
the allowance of carrybacks and carry- 
overs of unused tax credits. That is why, 
at the beginning, the opinion was ex- 
pressed that the problem hinges on the 
consequences in the year in 
shift is from the per 
to the aver-all method of computing the 
tax credit 


respect 


over-all method is more favorable, 
now in many respects overcome by 


which a 


made cou ntry 


limitation. Sg 


Deductibility of Cuban losses turns on form 


of investment; new war loss law needed 


by WILLIAM A. PATTY 


The tax treatment of losses on Cuban assets depends to a great extent on the 


form in which the investment had been made. Mr. Patty examines losses of assets 


of branches, domestic and foreign subsidiaries and concludes that equity requires 


a new war loss provision in the Code to establish a uniform and clear rule. 


a TAX LAW permits the deduction 
of a loss on account of the Cuban 
seizures, whether technically they were 
nationalizations, expropriations, inter- 
ventions, or confiscations.! Practical con- 
trol and possession have been lost. The 
possibility of recovery or compensation 
is conjectural. Under these circum- 
stances, a loss is allowable under Section 
165 of the 1954 Code, and should be 
claimed. In fact, if the loss is not claim- 
ed, it may be forfeited altogether. 





There were interventions of 
property in Cuba in 1959, for example, 
which ripened into confiscations in 1960. 
Claiming the loss in 1959 provides a 
practical solution, assuring the taxpayer 


some 


of his deduction, but it may not avoid 
the possibility of a dispute with the In- 
ternal Revenue Service as to the proper 
year of the loss. Generally speaking, 
however, the 1959 interventions were 


1 The Tax Law Review article discusses the cases 
supporting this conclusion. 
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simply preliminaries to ultimate con- 
fiscation, and under the circumstances it 
would seem that the loss should fall in 
the earlier year. 


Branch operations 

While it is clear that the loss provi- 
sions of the Code cover the Cuban seiz- 
ures, loss may be limited by the form of 
business organization involved. 

The 
raises the least number of problems. By 


branch form of organization 
way of example, assume that a branch of 
a United States corporation has only 
Cuban bank accounts, accounts receiv- 


able from Cuban customers, accounts 
payable to Cuban suppliers, plant, and 
inventory. The amount of the loss would 
simply be the tax cost of the branch 
assets less liabilities. 

The loss of the branch may, of course, 
be taken against other income of the 
corporation for United States tax pur- 
poses. If it exceeds the current income 
of the corporation, it will give rise to 
carrybacks or carryovers. No loss may be 
the the 


United States corporation, however, un- 


claimed by shareholders of 
less the Cuban loss was of such magni- 
tude as to make the stock of the corpo- 
ration worthless. 

In the absence of some specific over- 
riding provision, a loss allowed by Sec- 
tion 165 is an ordinary loss. Section 
1231, however contains overriding pro- 
visions in the case of a loss through 
seizure. 

Section 1231 requires the aggregating 
of (a) all recognized gains and losses on 
sales or exchanges or property used in 
the trade or business, (b) recognized 
gains and losses from involuntary con- 
versions of property used in the trade or 
business, and (c) recognized gains and 
losses from involuntary conversions of 
capital assets held for more than six 
the 


voluntary conversion” includes 


months. By definition, term “in- 


‘seizure, 
or an exercise of the power of requisi- 


tion or condemnation.” Thus, a_ loss 


from seizure of Cuban assets may be 


offset by 
1231 


gains on non-Cuban Section 


assets. 


United States subsidiary 


If Cuban assets and business, exactly 
like that of the branch which have been 
United States 
subsidiary, its loss will be exactly the 


discussed, are held in a 


same. Since we are dealing with a 


separate entity, however its loss may 
not be applied against the earnings of 


the parent but only against its own 
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prior or subsequent earnings by carry- 
back or carryover. 

But what treatment is to be accorded 
the separate loss of the parent on its 
investment in the subsidiary resulting 
from the seizure of the subsidiary’s 
Cuban assets? In this latter area existing 
tax law becomes extremely technical 
and illogical, and highly diverse tax re- 
sults are produced by quite unsubstan- 
tial differences in capitalization and 
operating circumstances. 

Insolvent domestic subsidiary. Under 
our assumed facts, since all of the sub- 
sidiary’s assets have been seized, the 
parent’s entire investment in the stock 
has been lost. The question then arises 
whether this will be a capital loss or an 
ordinary loss. Since the Cuban expro- 
priation laws under which the bulk of 
United States assets were seized do not 
purport to affect the stock—they simply 
seize the underlying assets—there is no 
seizure of the stock that could qualify 
for ordinary loss treatment under Sec- 
tion 1231. In this situation, Section 
165(g)(1) provides that if a “security” 
becomes worthless, the loss shall be 
loss from the sale or ex- 
change of a capital asset, and the term 
“security,” of course, includes a share 
of stock. This means that the only tax 
benefit from the loss would be through 
application of 


treated as a 


a capital loss against 
capital gains of the parent in the loss 
year or in subsequent years by carry- 
over. 

One narrow exception is made. If the 
stock in the subsidiary meets the re- 
quirements of Section 165(g)(3), relating 
to securities in an affiliated corporation, 
the loss is ordinary rather than capital. 
To qualify under this section, however, 
at least 95% of each class of the sub- 
sidiary’s stock must be owned directly by 
the taxpayer, and more than 90% of the 
aggregate of the subsidiary’s gross re- 
ceipts for all taxable years must have 
been receipts from the active conduct 
of a business rather than passive or 
personal holding company type of re- 
ceipts, such as interest, dividends, royal- 
ties, etc. 

These provisions, of course, will deny 
ordinary loss treatment in many situa- 
tions, and there will undoubtedly be 
borderline cases where one share of com- 
mon or preferred stock or a few dollars 
of the wrong kind of gross receipts will 
mean the difference between ordinary 
and capital loss. Furthermore, the par- 
ent will be denied any carryover of the 
net operating loss of the subsidiary by 


liquidation, for the liquidation and 
operating loss inheritance provisions do 
not apply to an insolvent subsidiary. 
Solvent domestic subsidiary. If the 
subsidiary some net non-Cuban 
assets, the results will be quite different. 
Since these assets make it solvent, no 
worthless stock loss is allowab‘e, but the 
operating loss created by the seizure of 
the Cuban assets may be carried over to 
the parent by liquidation or merger. 
The operating loss will sometimes be 
worth far more than the worthless stock 
loss. In this connection, it should also 
be pointed out that even where there 
are no United States accounts receiv- 
able or cash, the Cuban seizures may 
create an operating carryback 
against prior earnings of the subsidiary, 
the tax benefit from which could itself 
prevent the subsidiary from being in- 
solvent. In such case, any unused op- 
erating loss could then be carried over 
to the parent through liquidation. 
Liquidation of the United States sub- 
sidiary will close its taxable year, thus 
making it possible to file immediately 
thereafter a “quick claim for refund” 


has 


loss 


carrying back the operating loss created 
by the Cuban seizures against prior years 
earnings. This will ordinarily make any 
refund available in cash within sixty to 
ninety days. Prompt liquidation of the 
subsidiary will also make it possible to 
apply any remaining carryover of net 
operating loss against the subsequent 
earnings of the parent for the taxable 
year of liquidation. Although only a 
pro rata share of the earnings of the 
parent for the year will be offset by the 
carryover, still 
a substantial part of the earnings of the 
parent for 1961, in the case of the calen- 


this could amount to 


dar year taxpayer, if the liquidation 
were carried out before June 30, in 
some cases actually affording early tax 
relief by reducing the December 15th as 
well as subsequent tax installments of 
the parent. 

Debt capitalization. The form of the 
debt the 


may also cause wide variations in tax 


capitalization of subsidiary 
results in situations involving very little 


difference in substance. A_ relatively 


small intercompany account in excess of 


net non-Cuban assets may make the 
stock worthless and thus bring the 
worthless stock provisions into play 


rather than the operating loss carryover 
provisions through liquidation. In some 
situations, however, the “thin corpora- 
tion” doctrine may come to the rescue 


of the taxpayer. The Commissioner has 
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won some extreme cases, which held that 
intercompany debt is in fact stock; and 
the taxpayer may now be able to use 
them to salvage a net operating loss. 
Debentures are securities under Sec- 
tion 165(g)(2), and no loss is allowable 
with respect to securities unless they 
are wholly worthless. Thus, a_ small 
amount of non-Cuban assets or a small 
operating loss carryback may prevent 
any loss with respect to debentures of 
the subsidiary. On the other hand, a 
partial bad debt loss would be allow- 
able under identical circumstances if the 
intercompany debt was simple open 
account rather than a debenture. 


Foreign subsidiary 

\ssuming that the same business is 
held by a foreign corporation, Cuban 
or otherwise, it is taxable in the United 
States only on its United States source 
income, and, at deductions are 
allowable only if related to United States 
source income. Accordingly, the Cuban 
seizures will not give rise to a United 
States tax deduction by the foreign sub- 


most, 


sidiary even though it was engaged in 
business here and had incurred a sub- 


stantial United States tax bill on its 
United States source income for the 
year of seizure. 

Insolvent foreign subsidiary. Here 
again, the existence of intercompany 


debt and its relation to net recoverable 
determine 
If the 


subsidiary is insolvent, an ordinary loss 


assets outside Cuba _ will 


whether the stock is worthless. 


will be allowed to the parent on the 
stock 


ment of 


provided the affiliation require- 
165(g)(3) are met. If 
the Cuban subsidiary is not held direct- 


Section 


however, but through a Panama hold- 
ing company, for example, no loss would 
be allowed on the stock of the Panama 
company if it has net non-Cuban assets, 
ind even if the Panama company is 
ide insolvent because of the worthless- 
ness of the operating subsidiary’s stock, 
loss to the United States parent on 
stock would be capital rather than 
ordinary, because the Panamanian com- 
pany would probably not meet the gross 
165(g)(3). 
Solvent foreign subsidiary. If the sub- 


ceipts test of Section 


sidiary is solvent, no loss will be allow- 
ible, even though the net non-Cuban 
ussets may be relatively small in amount, 
ind furthermore, since a foreign corpo- 
ration is involved, it wi:l not be pos- 
sible for the parent to recoup the ex- 
propriation loss as a carryover through 
liquidation. As a result, tax planning 


for deferral of tax on foreign earnings 
may have resulted in a boomerang. 
While operating abroad through for- 
eign corporations and utilizing holding 
companies in order to permit profits 
accumulated in one country to be in- 
vested in another without United States 
tax may have been advantageous as long 
as there were profits, it is apparent that 
that they can result in serious tax penal- 
ties in the event of major losses such as 
those incurred in Cuba. 

A law along the line of the Boggs 
bill (H.R. 5 of the 86th Congress) would 
have had the double-barreled effect of 
granting income tax deferral on foreign 
earnings if things go well in the under- 
developed areas, but permitting oper- 
ating loss carryovers through liquida- 
tion if they do not. In view of the dan- 
ger of expropriations, increasingly steep 
currency devaluations in many coun- 
tries, and the other extra risks involved 
in foreign operations, American _busi- 
ness may well be justified in insisting 
on some such form of tax protection. 


Defects of current law 

The present law does substantial jus- 
tice in situations where Cuban 
assets have been seized. In the case of a 
branch or division operation, Section 


many 


165 and the involuntary conversion pro- 
visions provide ordinary losses and tax- 
free recoveries. It is true that seizure 
losses must be offset by Section 123] 
gains for the taxable year, both Cuban 
and non-Cuban, there undoubt- 
edly will be disputes with the Service 
as to whether a loss occurred on inter- 


and 


vention in 1959 rather than on ultimate 
confiscation in 1960. 

In the case of the complete worthless- 
ness of stock or securities of an affiliated 
United States or foreign subsidiary, the 
statute provides an ordinary loss. In the 
event of a recovery, however, it is pos- 
sible that the inclusion of the recovery 
value in income may involve a greater 
reduction 


tax than the tax resulting 


from the loss because of higher tax 
rates in the year of recovery or the in- 
applicability of the involuntary conver- 
sion provisions. No loss is allowable with 
respect to the stock or securities of a 
corporation whose assets have been 
seized, except in the case of complete 
worthlessness, and then only a capital 
loss unless the affiliation provisions 
apply. 

In the case of United States subsidi- 
aries that remain solvent, but not for- 


eign subsidiaries, the net operating loss 
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[William A. Patty is a member of the 
New York Bar and a partner in the 
New York City law firm of Shearman & 
Sterling. This article is based on a 
longer, fully footnoted one which ap- 
peared in the May 1961 issue of the 
Tax Law Review.) 





carryover through liquidation may pro- 
vide some relief. Generally speaking, 
however, great variations in tax impact 
result from unsubstantial differences in 
the form of capital structure adopted 
and from wholly fortuitous operating 
circumstances. 

Thus, although our tax laws do pro- 
vide relief with respect to the Cuban 
seizures, it is limited in its effect, and 
taxpayers operating under quite simi- 
lar circumstances from the standpoint of 
substance may be treated in a very dif- 
ferent manner. Under the circumstances, 
and particularly in view of the nature 
and size of the losses, statutory relief is 
certainly indicated. 


H.R. 2217—a new proposal 


The new Boggs Bill, introduced on 
January 9, 1961, provides a practical 
solution to most of the problems arising 
out of the Cuban seizures. It follows 
closely the World War II war loss pro- 
visions. To summarize it briefly, it pro- 
vides an election on the part of the tax- 
payer to treat as lost by casualty any 
property Cuba. This 
would allow losses to individuals with 
respect to property not used in trade or 
business or held for profit, and may also 
eliminate the Section 1231 
gains in many cases. It also gives the tax- 


confiscated by 


offset of 


payer some leeway in determining the 
date of the loss by provisions similar to 
those of the war loss provisions of World 
War II. 

The Bill also provides for casualty 
losses with respect to stock which has 


become completely worthless and _ to 
other interests in corporations the prop- 
erty of which has been confiscated. In 
the case where the interest is held in a 
wholly-owned subsidiary, the worthless- 
ness of the interest may be determined 
without regard to the ownership by the 
subsidiary of United 


States, bank deposits, the right to receive 


money in the 


money from any person not situated in 
Cuba, and obligations issued or guar- 
anteed by the United States. 

The Bill further provides for losses as 
casualty losses resulting from the partial 
worthlessness of stock or other interests 
in a 25% owned subsidiary, provided 
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the subsidiary is liquidated within cer- 
tain prescribed periods and provided 
also the subsidiary iost by confiscation 
adjusted 
of the ad- 


xroperty having an basis 
pro} ) 8 


amounting to at least 75% 
justed basis of its total assets. 

The loss by confiscation is reduced by 
the 


the confiscation, but is deter- 


any actual recoveries in taxable 
year of 
mined without regard to any possibil- 
ity of recovery or compensation in the 
taxable year or any future taxable year. 
This provision will eliminate disputes 
over the value of claims, in effect 
putting the taxpayer on a cash receipts 
basis for purposes of computing the loss. 
The loss is also reduced by liabilities 
discharged in the taxable year out of 
the properties confiscated. 

Confiscation by Cuba is defined to in- 
clude nationalization, expropriation, in- 
tervention or substantial interference 
with the possession, management, or con- 
trol of the 


threat thereof, 


property, or abandonment 


of property under and 
the receipt of any security issued by 
Cuba is not considered a recovery until 
it is sold, exchanged, or otherwise dis- 
posed of. These provisions will likewise 
have the effect of eliminating disputes 
over the year of loss or recovery. Finally, 
the Bill makes the present war loss re- 
covery provisions applicable to the 
Cuban confiscations. 

In view of their catastrophic nature 
and scope, there would seem to be ample 
justification for the application of the 
World War II war loss principles to the 
The Bill should 


fore not be a controversial one in prin- 


Cuban seizures. there- 
ciple, although there will undoubtedly 
be considerable difference of opinion as 
to whether it is too narrow or too broad. 
While the war loss provisions are com- 
plex and have some shortcomings, they 
are of the type that have to be faced as 
facts of our modern tax life. 


Conclusion 


While it is too late for tax planning 
with respect to the Cuban seizures, the 
possibility still remains that tax savings 
may be obtained through the prompt 
liquidation of a United States subsidiary 
that has incurred a substantial expro- 
priation loss through the carryover of its 
net operating loss to the parent. A de- 


cision to liquidate a subsidiary that has 


incurred Cuban seizure losses will, of 
course, involve a decision as to what 
type of relief legislation may be ex- 
pected. Although one would expect 


H.R. 2217 to be enacted, the uncertain- 
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ties of the legislative process warrant 
careful 
steps. Furthermore, the carryover of a 
net operating loss through liquidation 
may be more beneficial than a security 
loss under the Bill. In the case of tax- 
payers on fiscal years spanning the ex- 


consideration of alternative 


propriations and not yet ended, sales re- 
sulting in offsetting Section 1231 gains 
should be deferred: wherever possible 
until their 1962 fiscal year, although 
here again the problem may be elim- 
inated by the passage of H.R. 2217. 
The Cuban seizures do constitute a 
warning concerning the need for tax 
planning with respect to other foreign 
operations in areas where nationaliza- 
without prompt and 
compensation is a possibility..As we have 


tion adequate 


seen, the acquisition of a few shares of 
stock of a subsidiary, or a change in 


the form of its capitalization, or the 





Canada’s tax on dividends from Cana- 
dian subsidiary to U. S. parent increas- 
ed to 15%. Under the U.S.-Canada In- 
come Tax Convention the rate of Ca- 
nadian tax payable by a non-resident 
corporation on dividends received from 
a Canadian resident corporation was 
The Convention 
provided reciprocal tax treatment where, 


limited to 5%. had 
among other things, 51% of the payor 
corporation was beneficially owned by 
the recipient corporation. The Conven- 
tion also provided that the 5% rate 
could be terminated without notice by 
either the U. S. or Canada. Effective 
12/20/60 the Minister of Finance of 
Canada announced on that day the 
rate of tax was to be increased to 15%. 
Accordingly, the IRS rules that, in the 
case of dividends paid after 12/20/60, 
U. S. income tax and the withholding 
of U. S. tax at the source will apply at 
the 15% rate. Rev. Rul. 61-103. 

Payments to Guam-based flight navi- 
gator not from a possession. Taxpayer, 
a U. S. citizen, was a navigator stationed 
in Guam from January I, 1954 to July 
11, 1954. During this period he engaged 
in flights to various islands in the Pacific. 
He claimed that income during this 
period is exempt under Section 931 
which provides for such exemption if the 
income was derived from “within” a 
possession of the United States (Guam). 
The court holds against taxpayer find- 
ing that he was paid primarily for his 


New foreign decisions this month 


elimination of a few assets outside the 
country in question which might pre- 
vent a claim of complete worthlessness, 
may have very substantial tax conse- 
quences. 

The Cuban seizures also point up the 
fact that although United States business 
has attained a place of leadership in 
international trade, it has accomplished 
this despite being forced to operate 
under outmoded tax principles. It is 
hoped, therefore, that the administra- 
tion and Congress will act, albeit after 
the event, to correct the defects of our 
tax structure with respect to the Cuban 
Also, the burdens and 
risks faced by United States business 
abroad justify new tax measures to cope 


seizures. extra 


with depreciating foreign currencies and 
to eliminate the present illogical dis- 
criminations against operating abroad 
under U. S. rather than foreign charters. 


flights across the ocean and these pay- 
ments cannot be considered income de- 
rived from sources “within” Guam. 
Zimmerman, 36 TC No. 22. 


Retention of title by corporation suffi- 
cient to qualify it as western hemisphere 
corporation. Taxpayer was a_ wholly 
owned domestic subsidiary of a United 
States corporation. A foreign distribut- 
ing corporation would obtain orders 
from Western 
Hemisphere areas and place them with 
taxpayer who bought the goods from 
its parent. Under the agreements be- 
tween taxpayer and the foreign distribu- 
tor, legal title to the goods was to re- 
main in taxpayer until the goods arrived 


foreign customers in 


at the foreign port. The Commissioner 
determined that taxpayer did not qualify 
as a Western Hemisphere Trade Corpo- 
ration under Section 109 IRC 1939 or 
Section 921 IRC 1954, arguing that al- 
though 90% 
was from the active conduct of a trade 
did derive 
95%, or more of its gross income from 


of taxpayer’s gross income 


of business, taxpayer not 
sources outside of the United States, as 
required by those sections. The Commis- 
sioner further argued that taxpayer was 
set up primarily for tax avoidance pur- 
poses, and that mere retention of bare 
legal title does not prevent the equitable 
title for goods from passing to the buyer 
within the United States. The court re- 
jects this argument finding that the crea- 
tion of a subsidiary for the purpose of 
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making sales of goods in foreign. West- 
ern Hemisphere areas does not consti- 
tute tax avoidance; that the agreement 
between the parties is controlling and, 
therefore, that taxpayer’s income is to 
ye considered from sources without the 
United States, since title passed outside 
the United States. Pan American Eu- 

tic Welding Alloys Co., Inc., 36 TC 
No. 30. 


Double deduction allowed to cash-basis 
taxpayer for foreign tax credit. [Acqui- 

ence| During 1953 taxpayer, on the 
cash basis, paid income tax to Puerto 
Rico for the years 1946 and 1952. He 
incurred income tax liability to Puerto 
Rico for the year 1953. On his U. S. re- 
turn taxpayer deducted both the amount 
paid in 1953 and the amount accrued 
1953. The Tax Court allowed 
both deductions, holding that under 
Section 131 of the 1939 Code a cash-basis 
taxpayer can elect to deduct taxes ac- 
the that such 
election does not require the disallow- 


during 


crued within year and 
ance of a double deduction if taxpayer 
has also paid taxes in that year. Ferrer, 


5 TC 617, acq., IRB 1961-32. 


WHTC status lost; 34% of purchases 
were outside hemisphere and not in- 
cidental. Taxpayer, a New York corpora- 
and assembled in 


tion, manufactured 


i in Canada. Sales were made 


s tactory 
only in Canada. About 34% of its pur- 
chases were from Hong Kong and Japan 
on an FOB and CXF basis, title passing 
at the point of shipment. The Tax 
Court holds taxpayer is not entitled to 

deduction as a Western Hemisphere 
[rade Corporation, as its purchases out- 
side the hemisphere are not merely “in- 
cidental.” For the purposes of Section 
921, Congress considered that purchases 
constitute a part of a corporation’s busi- 
ness activity. Decisions holding other- 
wise for other provisions of the Code 
are not authority. As the Regulations in- 
terpreting “incidental purchases’ are 
not unreasonable, they are upheld. Tax- 
payer's Hong Kong and Japanese pur- 
hases were not minor in relation to its 
entire business and were not nonrecurr- 
ing or unusual in character. Topps of 
Canada, Ltd., 36 TC No. 35. 


Cuban refugees have “alien resident” 
tax status. Cuban refugees entered the 
U. S. under a temporary visitors visa, re- 
asylum, were 
granted indefinite departure status with 


quested political and 


the right to work in this country. Others 


were admitted to the U. S. as parolees 
under Section 212(d)(5) of the Immigra- 
tion and Nationality Act. The IRS rules 
that these refugees are alien residents of 
the U. S., as distinguished from non- 
resident aliens, and are subject to in- 
come taxes under Section 1. Rev. Rul. 
61-118. 


Conditional declaration of intent of 
citizenship does not make alien a resi- 
dent. ‘Taxpayer, formerly a citizen of 
Czechoslovakia, was employed by a divi- 
sion of a world-wide motion picture con- 
cern. He was general manager for Ger- 
many and resided there. At the sugges- 
tion of his employer, taxpayer came to 
the United States in October 195I- 
Shortly after arrival he filed a declara- 
tion of intention to become a U. S. citi- 
zen. Not being able to find appropriate 
employment he departed in December 
1951, securing a reentry permit prior 
thereto. returned to. the 
United States for short visits in subse- 
quent The Commissioner 
cluded that taxpayer was taxable as a 
resident alien. The Tax Court disagrees. 
Although taxpayer intended to become a 
U. S. citizen when he first arrived, he 
He 


did not give up his home and furnish- 


‘Taxpayer 


years. con- 


never established a residence here. 


ings in Germany, was here for only a 
short while, in a hotel, and took no 
steps to acquire a residence. His intent 
was conditional upon finding suitable 
employment. Jellinek, 36 TC No. 81. 


Commissions were income from outside 
the U. S. 


manufacturer of heavy equipment or- 


[Acquiescence| A domestic 
ganized two domestic corporations to 
sell his products in foreign countries. 
These sales corporations, the taxpayers 
involved here, bought items from their 
parent and marketed them through 
foreign dealers under contracts which 
provided that the taxpayers would re- 
tain title until arrival of the goods in a 
port outside the U. S. They claimed the 
income 
us? S. 
Hemisphere corporation tax. The Tax 
Court On the question of 
whether commissions paid to taxpayer 
by an English corporation (51% owned 
by the same parent) were also from 
sources outside the U. S., the court ruled 
they were. The sales on which the com- 


the 
and they qualified as Western 


was from sources outside 


agreed. 


missions were paid were of English ma- 
chines sold to Western Hemisphere cus- 
tomers. The court found that they re- 
sulted from the efforts of taxpayer’s 
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traveling representatives and dealer or- 
ganization and from its advertising. The 
Government’s appeal to the Seventh 
Circuit was dismissed. Acquiescence is 
now announced on the commissions 
issue only. Barber-Greene, 35 TC 365. 
Acq. IRB 1961-36. 


Day of arrival not counted in determin- 
ing length of stay of nonresident alien. 
Taxpayer, a nonresident alien, was 
present in the United States for two 
periods in 1954. Including the days of 
arrival, taxpayer spent 91 days here; ex- 
cluding them, the total was 89 days. The 
Commissioner included the arrival days 
and thus brought taxpayer within the 
Code provision taxing him on all U. S. 
capital gains since he was here for a 
period of 90 days or more. The Tax 
Court holds for taxpayer. As a result he 
is taxed on capital gains from sales 
effected while he was here. The general 
rule is that the day of an event is not 
included in a computation and the last 
day of a period is included. Cases in- 
volving exceptions to this general rule 
involve special circumstances not present 
here. Tow, 36 TC No. 85. 


New form for U. §. corporation’s re- 
porting its foreign subsidiary’s opera- 
tions. The IRS the 
ability of a new information 


announces avail- 
return, 
Form 2952, which must be filed by every 
domestic corporation with respect to 
each of its controlled foreign corpora- 
tions. The form is designed to imple- 
ment 6038 entitled “In- 
formation with Respect to Certain For- 
eign Corporations”, 


new Section 
effective for taxable 
years beginning after 12/31/60. TIR 
No. 331 (8/10/61). 


Revision in Governments’ per diem rates 
for foreign travel affects taxpayers’ tax 
accounting. The IRS Regulations gen- 
erally provide that an employee who is 
required to account and accounts to his 
employer for his business expenses need 
not report the reimbursed expenses on 
his return. In Rev. Rul. 58-453, 1958-2 
C.B. 67, the IRS ruled an “accounting” 
will be deemed required where an em- 
ployee is paid by his employer a fixed 
mileage or per diem allowance instead 
of subsistence at rates not in excess of 
125% of the rates authorized by the 
U. S. The IRS now reports revised 
maximum per diem rates for U. S. Gov- 
ernment employees traveling beyond 
the limits of the continental U. S. Rev. 
Rul. 58-453, Supplement XI. 
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The pros and cons of the new 


professional service corporations 


by VICTOR I. EBER 


Although lawyers and accountants are barred by their current rules of ethics from 


incorporation, other professionals, especia 
of the right to practice as professional 


a number of states. Mr. Eber examines a 


lly doctors, are already taking advantage 


service corporations under new laws in 


number of objections raised by tax men 


examining these new entities and concludes that tax difficulties can be overcome. 


on THE passage of laws permitting 
professional men! to incorporate, a 
good deal of comment has been skeptical 
and negative. Perhaps this is because the 
idea is new. " 
Because of the very limited use of the 
Kintner-type association (in effect, the 
predecessor of the professional service 
corporation) few tax practitioners have 
had many, if any, experience with the 
association or professional service corpo- 
ration concepts. In order to evaluate 
properly the entities in this controversial 
area, the association problem should be 
reviewed? beginning with the Morrissey 
case,3 and then its deve‘opment from 
Dr. Montana Clinic 


case to Dr. Galt’s5 Texas Clinic case, to 


Kintner’s? famous 
the IRS proposed Regulations (Section 
7701), the 
finally to the new state laws permitting 


to final Regulations and 
the formation of professional service 
corporations. This epidemic of state laws 
was inspired by the American Medical 
Association as a reaction to the IRS final 
Regulations and its ambiguous rules for 
classifying an association taxable as a 
corporation.® 

We do not as yet have any cases on 
these corporations. So, discussion and 
evaluations of the professional corpora- 
tions have been limited to conjecturing 
the IRS’ reaction and planning to over- 
come the obstacles raised by professional 
Such 
stacles need to be cleared before lawyers 
and CPAs may incorporate. Presently, 
the canons of ethics of the Bar Associa- 


ethics and rules of conduct. ob- 


tion and Rules of Professional Conduct 


of the CPAs? need to be amended 
void prohibitions, currently in effect, 


to 


against corporate practice. Also, changes 
must be made in the Rules of Practice 
of the Treasury Department,§ which at 
present do not permit members of cor- 
porations to hold Treasury Cards. 
Unlike other professional societies, 
the 
been stumping for corporation-type or- 


American Medical Association has 
ganizations for its members since 1954. 


There is no ethical prohibition against 


A.M.A. members adopting corporate 
status.® 
Advantages 


It is the purpose of this artic‘e to dis- 
cuss, specifically, those negative com- 
that been made at 
seminars and technical discussion groups 


ments have tax 
which were conducted since the incep- 
tion of the Florida Professional Service 
Corporation Act, but before discussing 
these negative comments, let us review 
the advantages of the professional serv- 
ice corporation. It 

1. Permits fiscal year choice. 

2. Provides for continuity of practice 
by successor. 

3. Establishes a cash value for practice 
with a “market” to qualified, eligible 
successors. 

4. Provides for withdrawal, retirement 
or addition of associates without dissolu- 
tion. 


5. Comes under the lower corporate 
tax ceilings. 

6. Provides additional flexibility for 
estate planning. 


7. Provides for centralized and more 
effective management and “pooling” of 
skills. 

8. Makes fringe benefit programs 
available:19 (Professional associates now 
would have employee status, and could 
be included in above programs) 

a. Qualified pension plans. 

b. Non-qualified pension plans. 

c. Profit sharing plans 

d. Deferred compensation plans. 

e. Stock option plans. 

f. Various group life insurance, 

health, medical and disability in- 
surance plans. 


Possible pitfalls, IRS objections 

The negative aspects following are 
listed in order of their importance and 
the frequency with which they are 
raised. 

1. Meeting the test of the Kintner 
Regulations (TD 6503) “It is doubtful 
that the new professional service corpo- 
ration law will meet all the basic corpo- 
rate likeness tests prescribed by the final 
Kintner Regulations: (i.e.) Continuity of 
free limited 
liability and centralized management.” 

Specifically, it is contended that the 
corporate likeness tests prescribed by the 
final Kintner Regulations would not be 
met by the modified free transferability, 
modified limited liability and difficulty 
of centralized management under 
Florida’s Professional Service Corpora- 


interest, transferability, 


tion Law. 
Let us review TD 6503 and the IRC 
Section 7701 to which it is applicable. 
Section 301.7701-2 of the final Regula- 
tions states: 
“The 
organization 


‘association’ refers to an 
whose characteristics re- 
quire it to be ciassified for purposes of 
taxation as a corporation rather than as 
another type of organization such as a 
partnership or trust. There are a num- 
ber of major characteristics ordinarily 
found in a pure corporation which, 
taken together, distinguish it from other 
organizations. These are: (a) associates, 
(b) an objective to carry on business 
and divide the gains therefrom, (c) con- 
tinuity of life, (d) centralization of man- 
agement, (e) liability for corporate debts 
limited to corporate property, and (f) 
free transferability of interests. Whether 
a particular organization is to be classi- 
fied as association deter- 
mined by taking into account the pres- 
ence or absence of each of these corpo- 
rate characteristics. An organiza- 
tion will be treated as an association 


term 


an must be 
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if the corporate characteristics are such 
that the organization more nearly re- 
sembles a corporation than a partner- 
ship or trust.” 

[he only situation I know of in 
which the Kintner Regulations were ap- 
plied to a “corporation” was in the case 
of a Connecticut medical group incorpo- 
rated under an old statute permitting 
doctors to form a corporation “without 
stock” for the specific purpose of own- 
ing and operating a clinic. A special 
March 1961 in 
Kintner corporate-likeness 
tests were applied to the Colony Medi- 
cal Group, Incorporated. The issue was 
decided favorably to the Group. The 
IRS ruled that an employer-employee 


ruling was issued in 


which the 


relationship existed between the Group 
and its doctor-owners. It was found that 


the “corporation” was an_ association 
taxed as a corporation because more of 
the corporate-likeness tests applied than 
did not. (The statute under which the 
Colony Medical Group was incorporated 
the 
Profes- 


not be confused with less 
HB3063 Connecticut 


sional Service Corporation Act which 


should 


limited 


was passed in 1961). 

It is clear from the Regulations that 
what was intended was to define hybrid 
nd nebulous organizations in order to 
differentiate between organizations 
taxed as partnerships and those taxed 
1s corporations or as trusts. It was exact- 
ly this confusion in definition that led 
to the recent enactment of professional 
corporation and professional association 
laws by the state legislatures. But this 
former hybrid association can now be a 
properly authorized child of the state, 
certainly as legitimate as any other com- 
mercial corporation. It follows, there- 
fore that there is no need for classifica- 
tion once the certificate of incorpora- 
tion is properly prepared and filed, and 
that the entity is, in fact, a true corpo- 
ration. [However, it would seem that the 
professional ‘corporation’ laws would of 
necessity have to provide the requisite 
majority of corporate attributes as set 
forth in the Regulations, or there may 
that 
treated as a corporation for tax pur- 


be a be 


serious question they 
poses.—Ed.] The same penalties accruing 
to sham and “gimmick” corporations 
would probably be ascribed to any pro- 
fessional incorporated group that is not 
bona fide and acting as a true corpora- 
tion 

this 
may be attributable to the Colony Medi- 
al Group, Incorporated, special ruling 


Some of the confusion in area 





whereby Section 301.7701-2(a)(1) of the 
Regulations was applied to the Articles 
of Association submitted. It is apparent 
that under this old state statute, three 
or more qualified physicians could as- 
sociate as a hybrid entity known as a 
“corporation without stock”. 

It is improbable that the Kintner 
Regulations’ corporate-likeness tests will 
be applied to corporations formed under 
the new professional corporation acts of 
Connecticut or to the other states with 
these It should be remem- 
bered that the Special Ruling to the 
Colony Medical Group, Incorporated, 
which applied the Kintner Regulations 


new laws. 


test to this Connecticut doctors’ group, 
was a ruling favorable to the group. If, 
however, this ruling had been adverse 
the interests, the of 
whether the Kintner Regulations may 
be applied to properly formed corpora- 


to doctors’ issue 


tions might have been raised. It will be 
interesting to observe how the IRS will 
proceed in regard to Connecticut’s new 
Professional Corporation Law and for 
the other states with new laws. 

Note particularly that Code Sections 
761(a) and 7701(a) wherein a_partner- 
ship (and IRS contention must be that 
the organization under review is a part- 
nership if they are attacking the validity 
of the professional service corporation) 
is defined as: “For purposes of this sub- 
title (K) the term partnership includes 
a syndicate, group, pool, joint venture, 
or other unincorporated organization. 

2. Changing status from Partnership 
pol: & 731 
Traps. “Look out for taxable exchange 


to Corporation: Section 


in incorporating a partnership entity 
especially if accounts receivable cf a 
cash-basis transferor are involved.” 

Of course a taxable exchange in creat- 
ing a professional corporation is not 


1 Professional service corporation laws were adopt- 
ed by: Arkansas, Connecticut, Florida, Illinois, 
Minnesota, Oklahoma, South Dakota and Wiscon- 
sin. Professional association laws were adopted by: 
Alabama, Georgia, Pennsylvania, Ohio and Tenn- 
essee. (Pars. 6421 to 6498—Commerce Clearing 
House contain the complete text of these State 
Statutes.) 

2 (a) Tax aspects of a Florida “Kintner Type” 
medical association—May 1961 issue of The Flor- 
ida Certified Public Accountant. (b) Partner- 
ships qualifying under Kintner rules—JOURNAL OF 
TAXATION, February 1961. 

2 Morrissey, 296 U.S. 344 (1935). 

4 Kintner v. U. S., 216 F.2d 418 (CA-9, 1954). 

5 Galt v. U. S., 175 F.Supp. 360 (D.C. Texas 1959). 
6 Final Regulations, T.D. 6503 CB 1960-2,409 in 
Par. 301-7701-1(C) defines “effect of local law.” 
It is this paragraph which has caused the most 
confusion by stating—“for purposes of the In- 
ternal Revenue Code this organization would be 
classified . . . . depending upon its nature under 
the classification standards of the Internal Rev- 
enue Code.” 
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[Mr. Eber is a member of the firm of 
Leavy and Eber, Certified Public Ac- 
countants, Miami, Florida. He is a 
former instructor in accounting and 
taxation at the University of Miami. 
Mr. Eber is currently the co-ordinator 
and a lecturer of the University of 
Miami Business Management Institute.] 





always ill advised. But with skilled plan- 
ning and adherence to Section 351 of 
the Code and Regulations, a tax-free ex- 
change can be effected. Due considera- 
tion should be given to unrealized re- 
ceivables. Care should be taken to avoid 
falling into a Code Section 751 trap. In 
most cases it is best to have all the part- 
nership assets transferred to the newly 
formed corporation in exchange for the 
new issue of stock in accordance with 
Code Section 351, being careful to avoid 
dissolving the prior partnership or dis- 
tributing receivables before this tax-free 
exchange is effected. In a proper Sec- 
tion 351 tax-free transfer of assets to a 
controlled corporation, the transferor’s 
basis for the accounts receivable carries 
through. If income reflected on 
transferor’s books only as accounts were 
collected, and this cash-basis method of 
accounting is used by the transferee, 
then the basis for these unrealized ac- 


was 


counts receivable is zero, and amounts 
collected by transferee will be income 
only as collected.11 There are some tax 
practitioners who are concerned with a 
possible IRS attempt to tax the trans- 
feror on the unrealized receivab!es. This, 
too, in the ordinary circumstance can 
be handled quite simply by: 

1. Not the 
but allowing them to remain in the con- 
tinuing partnership, which collects them 
and 


transferring receivables 


accounts for them on their cash 


basis method of accounting or 


But, in Par. 301-7701-2(B) (3) (Continuity of 
life test), the conflict arises through this word- 
ing—*“. . . . no member has the power to dissolve 
the organization in contravention of the agree- 
ment. Nevertheless, if notwithstanding such agree- 
ment, any member has the power under local law 
to dissolve the organization, the organization lacks 
continuity of life.” 

In either words, these Regulations state that it 
is the IRS which will determine the status of the 
organization, but in meeting the prescribed cor- 
porate-likeness tests, local or state law will gov- 
ern in order to determine the legal relationships. 
between associates. 
7Rule 11 of the American Institute of CPA’s, 
Rules of Professional Conduct. 
® Section 10.29 of Treasury Department Circular 
#230. 
® Chapter 12—Rules of Conduct of A.M.A. 

10 “Medical Entities Taxed as Corporations’ 
C.L.U. Journal, September 1961 by M. Wolper, 
C.L.U. 

11 Birren & Son, Inc., 40-2 USTC Par. 9826. 
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2. Transferring the receivables to the 
corporation subject to a written agree- 
ment whereby the corporation serves 
merely as a collection agent for the part- 
ners. 

In any event, it is unlikely that this 
attribution of income doctrine will ever 
be raised except in the case of a transfer 
of installment receivables and receiv- 
ables being taxed on the completed 
contract basis. (IRC 453(d), Judd Plumb- 
ing & Heating Inc., 153 F(d)681). 

3. The personal holding company 
trap (Code Sections 541-547). “How can 
personal holding company penalties be 
avoided if there are five or fewer share- 
holders? 

This question can be reduced to the 
real point of issue as applied to profes- 
sional service corporations without need 
to discuss the entire personal holding 
company situation. Simply, it is Code 
Section 543(A)(5)—the personal service 
contract paragraph—which creates a 
problem. This section, which attained 
most of its notoriety in connection with 
the case of Jack Benny,!2 the Hollywood 
comedian, defines personal service con- 
tract income as: 

1. Amounts received under a contract 
under which the corporation is to fur- 
nish personal services; if some other per- 
son other than the corporation has the 
right to designate (by name or descrip- 
tion) the individual who is to perform 
the services, or if the individual, who 
is to perform the services is designated 
(by name or description) in the contract; 
and 

2. Amounts received from the sale or 
other disposition of such a contract. This 
paragraph shall apply with respect to 
amounts received for services under a 
particular contract only if at some time 
during the taxable year 25% or more in 
value of the outstanding stock of the 
in- 


corporation is owned, directly or 


directly by, or for the individual, who 
has performed, is to perform, or may 
be designated (by name or description) 
as the one to perform such services. 

In 


sional corporation, whether it consists of 


considering the average profes- 
physicians, attorneys or CPAs, the im- 
portant element of Section 543(a)(5) is 
“if some other person other than the 
corporation has the right to designate 
(by name or description) the individual 
bse one 
is known that the IRS has concentrated 


on the “entertainment package” in en- 


who is to perform the services, 


forcing this section. The situation with 
professional groups appears to be differ- 
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ent, in several respects. First, a written 
contract ‘with the cilent or patient, is 
very rarely made by the physician, at- 
torney or CPA member of a firm. In the 
case of the more frequently used implied 
contract, the right to designate the in- 
dividual who is to perform the services 
is usually retained by the professional 
office. In the case of the CPA firm, for 
example, the partner (or officer, as the 
case may now be) usually makes the ar- 
rangements with the client and it is he 
who reserves the right to delegate the 
job assignment to his staff. The major 
problem area would probably be the 
one or two man professional corpora- 
tion. And even then, if there is another 
employee with like professional attain- 
ment, there may be doubts as to whether 
the IRS can successfully assert “the 
right to designate” rule. Unquestion- 
ably, this personal service contract sec- 
tion needs careful watching, especially 
by the would be “solo” professional cor- 
poration owner. Nevertheless, meeting 
the test of the service contract under 
Section 543(a)(5), does not, of itself, 
make the corporation as a personal hold- 
ing company. There are two _prere- 
quisites before this personal service con- 
tract income can even spring the trap. 
They are: 

1. Gross income requirement. At least 
80% of gross income for taxable year 
must be personal holding company in- 
come as defined in Section 543, and 

2. Stock ownership requirement. At 
any time during the last half of the 
than 50% of its out- 
standing stock is owned by not more 
than 


taxable year more 
five individuals. 

And, as a final thought: Even if the 
personal holding’ company trap is 
sprung, the penalties can be directed 
only undistributed 
holding company income. 


against personal 

4. Accumulated earnings tax: Section 
531-537. “The professional corporation 
with high earnings will soon have to 
cope with the accumulated earning tax 
problem.” 

Before this problem should become of 
practical concern to a professional cor- 
poration, the accumulated earnings (ad- 
justed per Section 535) must exceed: 
(1) $100,000 (minimum credit) plus (2) 


12 Benny, 25 TC 197, see also Rev. Rul. 59-325. 

18 Rev. Proc. 61-11, IRB 1961-18. 

4 1.R. Regulations 601-201 CCH Par. 6003 L (5) 
ii. 

15 Rev. Rul. 55-81, IRB 1955-7, 20. 

16 “Are Professional Service Corporations the An- 
swer to the Kintner Type Organization?” Septem- 
ber 1961—Trusts & Estates. 


Allowance and reserves for “reasonable 
needs of the business” according to 
Regulations Par. 1.537-(1)(B), reasonably 
anticipated future needs should be justi- 
fied by “an indication that the future 
needs of the business require such ac- 
cumulation and the corporation must 
have specific, definite, and feasible plans 
for the use of such accumulation.” 

For the professional service corpora- 
tion the following suggestions may prop- 
erly qualify “reasonably anticipated f[u- 
ture needs”: 

1. Funded plan to purchase disabled 
or retiring associates stock. 

2. Replacement fund and reserves for 
equipment and building. 

3. Funded reserve for normal operat- 
ing needs and contingencies. 

4. Funded reserve to provide for addi- 
tional fringe benefits (for example—sup- 
plementing pension plan with profit 
sharing plan, group insurance, etc.). 

Thus, the earned surplus would need 
to exceed $100,000 plus amounts needed 
to implement any of the above reserve 
plans before the accumulated earnings 
tax penalty becomes a problem. And, 
should that contingency arise, the penal- 
ty always can be avoided by distribution 
of bonuses and dividends. 

5. Subchapter S. election. “Will the 
professional service corporation be able 
to elect under Subchapter S?” 

There are many tax practitioners who 
are so wary of the traps and pitfalls of 
electing under Code Sections 1371-1377, 
that they hesitate to recommend its use 
except in special single-purpose circum- 
stances. Where there are ten (10) or 
fewer professional shareholders in a 
they 
most likely will be eligible to elect under 
Subchapter S. It is unlikely that this Sec- 
tion 1371 election will be made by high- 
bracket professional men whose purpose 
was originally to find a haven from in- 
dividual tax rates...The only reason to 


professional service corporation, 


abandon the corporation as a taxpaying 
entity, and to elect the Subchapter $ 
method of taxing income to the indi- 
vidual shareholders, might be to avoid 
the personal holding: company penalties. 
Where such a situation exists (for exam- 
ple, in a professional:group of three or 
fewer associates and it is felt that the 
personal holding company penalties may 
be a problem) it would be more advis- 
able not to form the professional corpo- 
ration, rather than to do so and then 
elect Subchapter S. 

In short, there is no reason why Sub- 
chapter S elections would be denied to 
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professional service corporations, but 


this election is not recommended. 

6. Qualifying pension plans. “Will the 
IRS qualify pension plans in which 
professional men are included as em- 
ployees?” 

According to Rev. Proc. 61-1118 the 
IRS established the rules for submitting 
a plan for qualification for deductabil- 
ity of contributions and exemption of 
the employees trust accumulations in ac- 
cordance with Code Sections 401-404 in- 
clusive. The IRS’ reaction to applica- 
tions by professional service corpora- 
tions remains to be seen. Note that while 


; advance approval is desirable and often 


preferable, this formal.procedure of ob- 
letter of for 


qualifying a plan is not. mandatory so 


taining a determination 
long as information required per Regu- 
lations Par. 1.404(a)(2) are properly filed 
by employer at time deduction is 
Cl iimed. 

\ brief background of IRS policy re- 
garding pension qualifying letters of de- 
termination is in order. Prior to the 
issuance of TD 6503, the IRS in Octo- 
ber 1960 declared a moratorium on issu- 
nce of letters of determination pend- 
ing the release of the final Regulations 
on Code Section 7701. These final Regu- 
1960 
id soon thereafter in early 1961 Rev. 
Proc. 61-1] 


lined 


lations were issued in November 


was promulgated. It out- 
the procedure for an association 


applying for a letter of determination. 


, Included in this procedure, for the first 


was the requirement of proving 
to the IRS that the organization was, in 
taxable as a corporation, and that 
re existed a bona fide employer-em- 
ployee relationship between the profes- 
als and the association. Requests for 

a letter of determination are to be 

the District 


mm the organization files its regular 


filed with Director with 


return and must contain the follow- 


Copies of the agreement establish- 
| ing the organization. 


By-laws and all other data relevant 


1e formation and operation of the 
ganization showing all pertinent dates. 
Copies of all applicable local news 
lating to the organization’s status. 

Copies of associates’ employment 

f ontracts. 
\ brief of the organization’s con- 
tention of its position with regard to its 
status as a taxable entity and its rela- 
mship with its professional associates. 
Since these requirements were pro- 


nulgated prior to the passage of the 





State Professional Corporation laws, and 
no rulings on these new. professional 
service corporations are yet available, 
we must wait and see just how the IRS 
will treat these entities. I know of sev- 
eral Kintner medical associations, which 
have established pension plans and em- 
ployee trusts and have: filed corporate 
tax returns claiming, .deductions,. and 
exemptions for same pursuant to Code 
Sections 401-404. No letters of deter- 
mination were obtained. The IRS office 
in the area has not decided the. issues 
and the cases have been referred to the 
District Director and by him to the 
Commissioner’s office. Apparently, the 
IRS’ position is to withhold further 
judging of the Kintner association situa- 
tion until an over-all policy can be 
established with regard to associations 
and professional service corporations. 

It should be noted that if a request 
for a letter of determination is properly 
filed and the IRS issues a negative de- 
termination, the taxpayer may request 
a hearing (with or without brief) in 
Washington.14 Should this also result 
in a negative determination, the tax- 
payer has no further right of appeal. He 
can only proceed with plan and have 
the issue presented at the time the or- 
ganization files its tax return. 

7. The “one-man” professional cor- 
poration. “Can an individual profes- 
stonal man incorporate?” 

This would depend upon the particu- 
lar state law involved. In Florida, not 
only can the individual incorporate, but 
he can also be the sole stock subscriber. 
This is in accordance with Attorney 
General Ervin’s letter 061-109 dated July 
7, 1961 to the Florida Secretary of State. 
The task of evaluating the one-man in- 
corporation problem, as well as the 
over-all problems of incorporating and 
interpreting the new corporation statutes 
should be referred to legal counsel. 

Returning to the tax aspects, it was 
previously discussed (in the personal 
holding company sections above) that 
the solo practitioner may run aground 
543(A)(5) 


service contract) especially if he does 


on Code Section (personal 
not have any similarly skilled employees. 
This 


rent to advising an individual practi- 


may well be the strongest deter- 
tioner to incorporate. 

It is interesting to note, that the one- 
man corporation stockholder-employee 
may have an excellent chance of quali- 
fying a one-man pension plan and trust. 
Rev. Rul. 55-81, IRB 1955-7, 20 stated: 


“Accordingly, it is held that, where 
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a pension plan meets all other require- 
ments of Section 165(a) of the Code, the 
mere fact that it covers, at a particular 
time, the employer’s one and only em- 
ployee will not, for that reason alone, 
cause the plan to fail alification 
under that section,.45 RY. 

8. HR 10. “Would it noe Be Whore ad- 
visable for the prudent professional man 
to wait for H.R. 10’s passage?” 

The wait may be a long. one. HR 10 
is a derivative of the original KEOGH- 
REED bill of 1951. The names attached 
to this bill, which would provide. pen- 
sion plans for the self-employed, have 
changed so often that it js now com- 
monly known as HR 10. In the past 
two years, HR 10 has passed the House 
of Representatives. In, 1961, again it is 
almost certain not to pass the Senate. 
Even if this bill (As we go to press we 
understand that the Senate Committee 
has modified HR 10 to a $1,750 maxi- 
mum annual pension deduction.) were 
to become the $2,500 maximum 
allowable annual pension contribution 


law, 


can hardly be enough to solve the re- 
tirement problems of the high income 
professional man. 


Conclusion 


In discussing the negative comments, 
of tax men, one particular objection is 
omitted. The reason is that this issue is 
seldom raised, but, is one which is prob- 
ably the most important single con- 
sideration in advising professional 
clients. Sometimes, more significant than 
legal and tax considerations, is the 
human relations factor. Some _profes- 
sionals are not suited by temperament 
Only if the 


proper group spirit exists and the mem- 


for “group togetherness.” 


bers of the group are compatible and 
will be able to meet the requirements of 
give-and-take in a long term relation- 
ship will incorporation be wise. The 
professional corporation is not for the 
“gimmick” seekers who would like to 
reap the tax advantages but are not 
truly qualified for incorporation. 

In time the IRS will establish a posi- 
tive attitude towards Kintner associa- 
tions and the professional service corpo- 
rations; then case histories will be avail- 
able to guide us.16 A group interested 
in the benefits of a professional service 
corporation or association would be well 
advised not to delay in having a thor- 
ough study made of its own particular 
situation by their attorney, CPA, life in- 
consultant and officer, 


surance trust 


working together as a team. The study 
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should reveal ciearly to the group the 
restrictions to which its members would 
be subject under state law and the Code. 
A financial projection should be pre- 





Taxpayer sustained in his denial of 
family partnership. [Acquiescence] In 
1951 taxpayer entered into the business 
of purchasing, warehousing, and selling 
fire at the time he 
papers drawn up creating trusts for his 


bricks; same had 
two minor children and a partnership 
for himself and the trusts. These papers 
were never signed. In 1952 taxpayer had 
his attorney draw up a partnership agree- 
and the children. He 
signed for them as guardian. He filed a 


ment for him 
“Business Certificate for Partners” in the 
county clerk’s office. Taxpayer never 
filed partnership returns and individu- 
ally claimed the full amount of 1952 and 
1953 the 


The Commissioner contended that there 


losses sustained by business. 
was a valid family partnership and that 
taxpayer was entitled to only his part- 
nership share of the losses. The court 
agrees with taxpayer. It holds that tax- 
payer may deny the existence of a part- 
nership, since he never represented to 
the Commissioner, by filing partnership 
returns, that the business was operated 
as a partnership nor did he derive a tax 
benefit from any claim that the business 
was a partnership. The court recognizes 
that the validity of a family partnership 
depends on all the facts. Here the chil- 
dren performed no services and con- 
(the that 
would have furnished the capital were 


tributed no capital trusts 


never created). The children could not 
be considered as partners in the busi- 
ness. Bialock, 649, acq., IRB 1961-38. 


Family partnership recognized for tax 
purposes. 
and sisters inherited their parents’ in- 


Yaxpayers and his brothers 


terest in the assets of an enterprise oper- 
ating several businesses. The invested 
capital of each of the brothers and sis- 
ters was a material income-producing 
factor in the production of income. The 
brothers and sisters actually worked for 
the businesses and were paid for their 
services, and after payment of salaries 
and expenses, the net profits were di- 
vided and reinvested equally. Although 
no formal partnership agreement was 
until 1956, this holds 
above adequate 
grounds for recognizing a valid family 


executed 
that the 


court 


facts are 


New partnership decisions this month 


November 1961 


pared to calculate for the group the 
risks and costs of incorporation com- 
pared with estimated tax savings and 
other economic benefits. w 


partnership between taxpayer and his 
brothers and sisters for the taxable years 
1950-1955. Chinn, DC Wash., 6/26/61. 


Partner had not sold interest; firm was 
being liquidated; all held taxable on 
income. Continuing partners contended 
that sums paid to a withdrawing part- 
ner should be considered as a distribu- 
tive share to the recipient of partnership 
income under Sestion 736 of the IRC. 
The Government, on the other hand, 
contended that there was a purchase of 
the withdrawing partner’s interest by 
the remaining partners, who should be 
taxed on the income. Based upon the 
evidence and the judges instructions, the 
jury finds that the payments to the re- 
tiring partner were part of a liquidation, 
rather than a sale, of the partner’s in- 
terest, and the partnership was, there- 
fore, entitled to deduct the amount so 
paid, correspondingly, lessening the re- 
maining partners’ shares of partnership 
income. Bolling, DC Ala., 3/28/61. 


Continuing partnership may not change 
fiscal year after partner’s retirement. 
[Old law| Taxpayers, three partners, 
agreed to buy out a fourth partner's in- 
terest effective 1/31/52, the close of the 
partnership fiscal year. Taxpayers were 
to continue to operate the partnership 
business. The details of the partner's 
withdrawal were not worked out until 
the end of February, 1952, and the re- 
tiring partner received a salary from the 
partnership during February. ‘Taxpayers 
argued that the partnership should be 
permitted to file a short-period return 
for the month of February. The Tax 
Court held, and this court affirms that 
the income for February is reportable 
in a partnership return for the fiscal 
year ended 1/31/53. The outgoing part- 
ner was, in fact, no longer a partner 
after 1/31/52; the successor partnership 
commenced business 2/1 and is bound 
by the 1/31 fiscal year which it adopted. 
[The 1954 Code provides that unless 
within 12 months there is a sale or ex- 
change of 50% or more of the total in- 
terest in partnership capital and profits, 
the taxable year of a partnership is not 
closed on the partner’s sale of his in- 


terest. It is considered closed only with 
respect to the selling partner.—Ed.] 
Schulz, CA-9, 8/28/61. 


New partnership can’t adopt tax year 
different from that of partners without 
consent. Taxpayers were each on the 
calendar year and a partnership which 
they formed in 1955 was, without con- 
sent, placed on a fiscal year ended Jan- 
uary 31. Two year’s returns were so 
filed before the partnership requested 
permission to use the fiscal year ended 
January 31. This permission was denied. 
The court holds the partnership is tax- 
able on the calendar year, the period 
used by the partners. Under Section 
706(b)(1) a new partnership may not 
adopt a tax year different from that of 
its partners unless it establishes a busi- 
ness purpose. That taxpayers did not 
know of this requirement is immaterial. 
Clapp, 36 TC No. 91. 


Daughter not recognized as partner; 
capital was not material. Taxpayer ac- 
tually ran a food brokerage partnership 
in which his adult daughter was a part- 
ner. No capital was required in the busi- 
ness and the daughter contributed no 
services. Although she had substantial 
means, her assumption of responsibility 
for losses had little practical significance. 
Taxpayer is taxable on the share of in- 
come distributed to her. Poggetto, DC 
Calif., 7/20/61. 


Guardianships and trusts held not part- 
ners. Taxpayers, as guardians for their 
minor children, were in 1956 named as 
partners in certain home-development 
partnerships. in 1957 trusts for the chil- 
dren were created and became alleged 
partners, replacing the guardians. No 
separate bank accounts were opened for 
the guardianships or the trusts and 
neither guardians nor trustees performed 
services for the partnerships as guard- 
ians or trustees. This court holds that as 
the guardianships and the trusts contrib- 
uted no capital or services, taxpayers, in 
their individual capacities as partners 
in the same partnerships, had merely 
assigned future income to the guardian- 
ships or trusts and such assignments did 
not shift the incidence of taxation. Dul- 
worth, DC Ky., 5/1/61. 





*kindicates a case or ruling of un- 
usual importance. 


*indicates a case or ruling having 
some novelty or unusual interest. 
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Cost of fighting harassing attack 


on title allowed; valuable precedent seen 


by OTTO C. SOMMERICH and BENJAMIN BUSCH 


When the Supreme Court in Bingham’s Trust allowed deduction of legal fees 


incurred in winding up a trust, practitioners hoped that the sway of the protec- 


tion-of-title rule had been ended. However the case was soon distinguished and 


courts seem to have overlooked no opportunity to classify legal fees as incurred 


for protection of title (capitalizable) rather than for the conservation of income- 


producing property (deductible). Now however in the recent Tax Court Zietz 


case, the authors believe, an important precedent has been created that will justify 


deduction of legal fees when income-producing property is menaced. 
§ g 


[’ HAS LONG been a well-established 
tax rule that legal expenses paid to 
defend or perfect legal title to property 
or to relieve property from a hostile in- 
terest must be considered as part of the 
cost and, therefore, not deductible.! 
Chis rule has very recently been modi- 
fied in Zietz (34 TC No. 37, Harron, J.), 
the under 


which it held to be “unique” and “un- 


where court, circumstances 
usual,” permitted the deduction of legal 
fees expended to defeat an unwarranted 
claim to an alleged interest in a de- 
This 


quired further authority by reason of 


cedent’s estate. decision has ac- 


the fact that the Commissioner failed 
to appeal and formally announced his 
acquiescence. 

Che petitioner, Willy Zietz, claimed 
to be the sole surviving heir under a 
will executed by his father in Germany, 
where his fiather died in 1927. The will 
appointed the widow as provisional or 
first heir for life (Vorerbin) and two 


sons 


including the petitioner, as final 


or reversionary heirs (Nacherben) to 
succeed their mother. One of the two 
sons had formerly been married in 


Switzerland to a Hungarian national, 
but divorced her in Germany. He later 
1934. The divorced 


wife instituted proceedings against the 


died in Austria in 
first heir (her former husband’s mother) 
in Switzerland, claiming a vested inter- 
est in the German estate on the ground 
that 


and that 


the divorce was invalid 


the final heirship devolved upon her 
former husband at the time of his 
father’s death, regardless of whether or 
not he survived the first or provisional 
heir. These suits were not successful in 
Switzerland, the courts of which country 
upheld the validity of the divorce and 
the contingent character of the final 
heirship as requiring survival of the 
provisional heir. 

Similar lawsuits or legal measures 
were also instituted involving the courts 
of Austria Liechtenstein. Re- 


peated attachment proceedings were un- 


anc of 


in Switzerland, 
and finally protracted proceedings were 
the United States after 
the death of the provisional heir. In the 


successfully instituted 


commenced in 
latter proceedings the petitioner Zietz 
successfully defended his position as 
sole surviving heir of his father and 
defeated all the claims of the said di- 
vorced wife of his brother.” 

The petitioner Zietz claimed that the 
legal fees expended to conserve the in- 
herited income-producing property from 


1 Murphy Oil Co. v. Burnet, 55 F.2d 17; Moynier 
v. Welch, 97 F.2d 471. 

2 Zietz, 274 AD 916 (1st Dept. 1948); 85 N.Y.S. 2d 
668 (1948); 275 AD 748 (1st Dept. 1949); 198 Misc. 
77 (1950); 201 Misc. 580 (1951), aff’d. 280 AD 919 
(1st Dept. 1952); 205 Misc. 20 (1954), rev'd. 283 
AD 778 (ist Dept. 1954); 207 Misc. 22 (1954), 
aff’d. 285 AD 1147 (list Dept. 1955), motion for 
leave to appeal den. 286 AD 845 (1955); appeal 
dismissed 1 AD 2d 654 (1955), 1 AD 2d 824 (1956); 
leave to appeal den. 2 AD 2d 817 (1956); motion 
for leave to appeal dismissed, 1 N.Y. 2d 748. 
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these unwarranted lawsuits were deduct- 
ible and necessary ex- 
penses paid or incurred during the tax- 
able year .. . for the . . . conservation 
or maintenance of property held for the 
production of income” (Section 23(a)(2) 
of the 1939 Code; Section 121 of the 
Revenue Act of 1942). 

The Commissioner rejected this de- 
duction upon the ground that Regula- 
tions of the 1942 Code (Section 29.23(a)- 
15 and Section 29.24-2) provided that 

“The cost of defending or perfecting 


as “ordinary 


title to property constitutes a part of the 
cost of the property and is not a de- 
ductible expense. . . . Expenses of the 
administration of estate, such as. 
court costs, attorneys’ fees, and execu- 


an 


tors’ commissions, are chargeable against 
the corpus of the estate and are not al- 
lowable deductions.” 

This Regulation appears virtually un- 
changed as Regulations Section 1.212-1 
under the 1954 Code. 

It was argued by the Commissioner 
that the payments of legal expenses 
represented a subtraction from the es- 
tate, and not a deduction allowable to 
the petitioner (Clara A. McKee (1930), 
16 BTA 430.) 


IRS argument in Zietz 


This narrow 
IRC seemed contrary to the spirit of 
Bingham’s Trust, (325 U. S. 365, 65 Sp. 
Ct. 1232 [1945],) where the court had 
held that fees paid by trustee for legal 


interpretation of the 


advice on tax and other problems relat- 
ing to payment of legacy and final dis- 
tribution of a testamentary trust were 
paid for management of property or 
conservation of funds within the mean- 
ing of the Internal Revenue Code Sec- 
tion 23(a)(2), authorizing such deduc- 
tion if ordinary and necessary. 

It was pointed out, nevertheless, that 
there were numerous cases upholding 
the disallowance of legal expenses paid 
to resist defeated claims*® including in- 
stances where it was held that the claim 
to title lacked merit or was illegal.4 

In the case of Lester Brand and Mary 
Brand® the court stated: 


% E. S. Shipp (June 15, 1953), Memo. Op. Docket 
36769; Midco Oil Corporation (1953), 20 TC 587; 
Irene D. Addison (CA-8, 1949), 177 F.2d 521, 38 
A.F.T.R. 821, aff’g (Aug. 31, 1948) Memo. Op. 
Docket 13764; W. O. Roberts, et al. v. United 
States (Ct. Cl. 1950), 87 F.Supp. 935, 38 A.F.T.R. 
1312, cert. den. 339 U.S. 937. 

4Schwabacher (CA-9, 1942), 182 F.2d 516, 30 
A.F.T.R. 634; Condenser Service & Engineering 
Co., Inc. (September 20, 1951), Memo. Op. Docket 
18787, aff’d per curiam (CA-3, 1953), 200 F.2d 
959, 48 A.F.T.R. 115. 
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“It is well settled law that the cost 
and expense of defending or perfecting 
title to property constitute a part of 
the cost of the property, and is not de- 
deductible 

“On the agreement 
reached, the and the 
deed given, the suit was settled and 
Lester Brand’s per- 
fected, and relieved of the claims of his 


the 
made 


of 
payment 


basis 


title was cleared, 
brothers. The $2,700 is not an allowable 


deduction, but as cost, becomes part 
of the taxpayer’s basis for gain or loss 
purposes in the event of subsequent sale 
or other disposition of the property. 
The result is not otherwise, even though 
the claims against the property 


were, void and without 


may 
have been, or 
merit and the payment made was by 
way of compromise.” 

It was expressly held in the case of 
Virginia H. Vincent ((1952), 18 TC 339), 
that Bingham’s Trust (supra) had not 
enlarged the class of deductible ex- 
penses to include the costs of perfecting 
title to property. The court there stated 
(at pp. 348, 349): 

“It is a well established rule that ex- 
penses of acquiring or recovering title 
to property, or of perfecting title, are 
capital expenses which constitute a part 
the of the property. 
And that rule has not been altered by 
the of Section 23(a)(2) of 
the Code (Section 121 of the Revenue 
Act of 1942).... 


ham’s Trust did not effect any curtail- 


of cost or basis 


enactment 
The holding in Bing- 


ment of that rule in the application of 
Section 23(a)(2). The costs of perfecting 


title to deductible 
before the enactment of Section 23(a)(2), 


and it was not the intendment of that 


property were not 


section to enlarge the class of expenses 
deductible under Section 23(a). Rather, 
the category of incomes from which ex- 
penses could be deducted was enlarged.” 
[Citation omitted.—Ed.] 

Moreover, the Supreme Court in Lykes 
(343 U.S. 118; Sup.Ct. 585 (1952)), 
limited the implications which appeared 
to Trust. The 
Lykes case involved the deductibility of 


"=O 


14 


flow from Bingham’s 
an attorney's fee paid in contesting a 
Federal gift tax, the argument having 
been made that those fees were in- 
curred “for the management, conserva- 
tion, or maintenance of property held 
for the production of income” (Section 
23(a)(2)). 


the issue was distinguishable from the 


The Supreme Court held that 


Bingham’s Trust case, in that there the 
legal expenses were incurred in con- 
testing an income tax deficiency and in 


¢ November 1961 


winding up the trust after its expira- 
tion, all of which were held to be in- 
tegral parts of the management or con- 
servation of the trust property for the 


production of income. Gifts, it was de- - 


termined, were the antithesis of produc- 
tion or collection of income, because 
they reduced the donor’s resources, 
whether income producing or not, and, 
therefore, fees paid for contesting gift 
taxes were deemed not to be within the 
purview of the statute which relates to 
production or collection of income. 


Zietz’ position 

It was argued for the petitioner Zeitz 
that the aforesaid authorities were not 
applicable to the unique situation pre- 
sented by the case where attorneys’ fees 
were expended not to acquire title or 
recover or perfect title, but to free the 
income producing property from the 
strictures of repetitious lawsuits, already 
deemed by a number of courts to be 
lacking merit and good faith. These 
fees, it was contended, were paid for 
services essentially conservatory in na- 
ture. 

Reliance was placed upon the case 
of Allen v. Selig, (200 F.pd pre (CA- 
5, 1952). In that case there 
volved the question of the deductibility 
of legal fees expended by the taxpayer 
to establish her ownership of an un- 
divided one-half interest in realty, title 
te had been taken the 
band’s name, although it was at all 
times understood between the two that 


was in- 


which in hus- 


the wife possessed a one-half undivided 
interest therein. The income from the 
reality was reported one-half to each. 
The lower court (104 F.Supp. 390) 
had held that the action ‘was 
suit to obtain or defend title, ‘but was 
essentially conservatory in its nature, one 
to conserve income producing property 
which she already owned, and to free 


not a 


her management from unwarranted fet- 
ters.” (Emphasis supplied.) 

The Circuit Court of Appeals af- 
firmed, distinguishing Lykes and Gar- 
rett v. Crenshaw (196 F.2d 185), stat- 
ing: 

“We agree with the district judge that 
the case nearest to this one is not any 
of the cases cited by appellant, but the 
case he cites, Trust of Bingham 


5 (January 30, 1953), Memo. Op. Docket 35271, 
aff’d (CA-6, 1954), 209 F.2d 255, 145 A.F.T.R. 116, 
cert. den. May 17, 1954, 347 U.S. 968. 

® Rassenfoss, 158 F.2d 764; Kohnstamm v. Pedrick, 
Collector, DC, 66 F.Supp. 410; Orien H. Anderson, 
8 TCM, p. 740; and Amy DuPuy McHenry, et al., 
6 TCM 1027. 


and that while not precisely in point 
on its facts it is most persuasive, if not 
controlling, in principle. We agree, too, 
with the appellee that the view she and 
we take finds support in these cases she 
cites.’’6 


To the same effect is Baer (196 F.2d | 
the | 


646, CA-8). That case involved 
deductibility of legal expenses paid by 
the taxpayer in connection with a di- 
vorce controversy. It was shown that the 
services of the attorneys, to whom fees 
were paid, included working out a plan 
whereby the taxpayer remained in con- 
trol of a company owned by him 
through his ownership of stock thereof. 
The court stated (at p. 651): 

“Here the services, to the extent found 
by the Tax Court, were not to prevent 


the payment of the liability due Mrs. | 


Baer but to so adjust the method of 
satisfying that liability as not unneces- 
sarily to reduce petitioner’s income from 
the property which confessedly he 
owned, and hence it was for the pur- 
pose of conserving and maintaining this 
income-producing property. This prop- 
erty was held by him for the production 
of income. In 1947, the year here in- 


volved, he received in excess of $135,000 | 


in dividends and over $100,000 in salary 
from Stix, Baer and Fuller Company. 
If the claim for over $1,000,000 of peti- 
tioner’s property were required to be 
paid in a lump sum, it would have 
forced petitioner to relinquish control 
of the source of his income.” 


Northern Trust case 


Further support for the petitioner's 
(Zietz) contention appeared in Northern 
Trust Co. v. Campbell (211 F.2d 251, 
CA-7). 

A trust had been created providing 
for a life interest for the donor’s wife, 
with the remainder on her death to her 
son. A gift tax return was filed and the 
tax was paid. Following the death of 
the donor, the son filed an estate tax 
return and paid the tax indicated there- 
on. The life tenant died approximately 
one year after the death of her hus- 
band, and the assets of the trust were 
turned over to the son. 

The estate of the original donor was 
closed and the executor discharged, and 
thereafter the asserted 
that estate the 
son, as transferee, and a deficiency as- 


Commissioner 


an tax was due from 


sessment was made. The son thereafter 


brought suit for refund of the tax 


which he had paid and was successful, 
the court having held that the trust 
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was not part of the estate of his. father 
at the time of his death, and that there 
further sum Federal 
estate tax. In connection with the suit, 
the son had expended approximately 
$9,000 in legal fees and expenses, which 
he claimed as a deduction in his income 


was no due as 


tax return for the year paid. 

Che son thereafter died, and the case 
continued by his executor, the 
Northern Trust Co., which claimed that 
the legal expenses were deductible un- 
der Section 23(a)(2) of the 1939 Code 
and under the Bingham case. 


Was 


The Government claimed that legal 
expenses were personal expenses and 
not deductible, and further, that if the 
tax were not paid, the son would have 
been personally liable to the extent of 
his father’s interest at the time of the 
transfer. 

[he court, in deciding in favor of 
the petitioner, stated as follows: 

‘We do not agree with the Govern- 
ment’s contention. It is not the personal 
liability but rather the nature of the 
expense itself, and the proximate re- 


lation to the business or income 
producing property of the taxpayer 
which is the standard for determin- 


deduct- 
under Section 23(a)(2) or non-de- 
ductible under Section 24(a)(1), IRC. 
Here, the trust property which the Com- 


ing whether an expense is 


ible 


missioner sought unsuccessfully to tax, 
1s part of the estate of taxpayer's father, 
was held for the production of income, 
first by the father, then by the trustees, 
] 


na 


finally by taxpayer as remainder- 
man. The expense incurred in success- 


ully contesting the Government’s claim 
was in proximate relation to the con- 
servation of property held for the pro- 
duction of income.” 

Che court stated that 
been cited or found directly in point, 


no cases had 


ut cited the Bingham case and Selig 

illen as giving broad support for the 
proposition that the expenses were de- 
ductible. 


Rowe supports deduction 

\lso applicable is the decision of 
Judge Murdock in Rowe (24 TC 382). 
In that case taxpayer had a vested re- 
one-fourth of the 
corpus of a testamentary trust, consist- 


mainder interest in 
ing of oil and gas properties. ‘Taxpayer 
had the 


had interest 
upon the settlement of a will contest. 


acquired one-fourth 

\ dispute arose between the execu- 
tors and the life tenant with respect to 
the method of allocating proceeds of 





sales of oil and gas between income and 
corpus. The executors instituted suit 
for the approval of their final account, 
and the taxpayer became a party to the 
suit. 

Taxpayer claimed that the fees were 
deductible as necessary for the conserva- 
tion of the property, while the Commis- 
sioner claimed that the attorney’s fees 
were paid for defending or perfecting 
title to property and must, therefore, be 
capitalized. 

The court, in an opinion by Judge 
Murdock, emphasized that the right and 
title to the one-fourth interest had al- 
ready been acquired (citing Allen v. 
Selig), and concluded that the fees were 
properly deductible under Section 23(a) 
(2). The opinion contains the following 
language: 

“The petitioners claim the right to 
deduct the fee under Section 23(a)(2) 
as a non-business expense. That pro- 
deduction to indi- 
vidual for all of the ordinary and neces- 
sary expenses paid during the taxable 
year ‘for the production or collection 
of income, or for the management, con- 
servation or maintenance of property 


vision allows a an 


held for the production of income’. Ex- 
penditures incurred in defending or per- 
fecting title to property constitute a 
part of the cost of the property and are 
not deductible expenses. Marian’s right 
and title to 4 of the corpus of the 
trust subject to the life estates was set- 
tled by the agreement disposing of the 
will contest. The fee was not paid to 
acquire that title. Cf. Allen v. Selig, 
(200 F.2d 487). 

“We hold that the fee was paid for 
the conservation or maintenance, or 
both, of property held for the produc- 
tion of income within the meaning of 
Section 23(a)(2).” (Emphasis supplied.) 


Zietz opinion 

that the 
the Zietz 
case were unique and that, although 
there was no case directly in point, the 


Judge Harron concluded 


circumstances and facts of 


same reasoning, which had been em- 
ployed in the Selig and Northern Trust 
Co. cases, could be applied as being in 
the 
Bingham’s Trust case. Concretely it was 
held that the nature of the legal ex- 
penses had a direct relation to con- 


harmony with the reasoning in 


serving and also maintaining the peti- 
tioner’s property, which 
producing property, and that, therefore, 
deductible under 


was income 


they were Section 


23(a)(2). 
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[Mr. Sommerich and Mr. Busch are New 
York City attorneys and partners in 
the firm of Katz & Sommerich. They are 
also co-authors of “Foreign Law—A 
Guide To Pleading and Proof.” This 
article is adopted from a paper pub- 
lished in the New York Law Journat.] 





The well-reasoned opinion of Judge 
Harron contains the following language 
(at pp. 2556, 2557): 

“The circumstances and facts in this 
case are unique. There appears to be no 
case which is clearly in point. The peti- 
tioner relies upon principles stated in 
Bingham’s Trust, Allen v. Selig, and 
Northern Trust Co. v. Campbell, [{cita- 
tions omitted.—Ed.}. 

“Respondent relies on the defense-of- 
title rule under which expenditures in 
defense of title of property are capital 
items to be added to the cost of proper- 
ty. [Citations omitted.—Ed.] He 
tends, also, that the fees were the ex- 
pense of Hedwig’s estate.” 

“Tt would be inaccurate and unreal- 
istic to say that Madeleine’s suits were 
bona fide attacks on petitioner’s title 
to the property which he had inherited 
from his father. Respondent’s assump- 
that such 
litigation is 


con- 


nature of the 
Madeleine, 
through Vogt, sought to tie up and 


tion was the 


too narrow. 
attach petitioner’s income-producing se- 
curities and cash. Petitioner’s attorneys 
off the 
attempt to attach petitioner’s securities. 
There 


were obliged to act to fend 


was no litigation about peti- 


Vogt’s 


petitions, which if allowed to stand 


tioner’s title to the securities. 
might have raised that issue, were dis- 
missed. Vogt proceeded like a creditor 
seeking to levy settlement on chattels 


to obtain payment of an _ established 
Tn ee 
“In Selig v. Allen the court 


pointed out that the taxpayer's real 
purpose in taking certain action and 
‘to pre- 
vent the laying waste of her property. 
Mere perfection of disputed title was 
not the plaintiff's purpose. She brought 
the 
producing property which she already 


incurring legal expenses was 
=) 


suit in order to conserve income 


owned. her property, if treated 
as part of Simon _ Selig’s estate, could 
have been sold by the executors under 
the powers given them in his will. It 
seems clear that legal action taken to 
forestall such depletions and _ possible 
sale of her property is conservatory in 
oO 

“In Frederick E. Rowe we considered 
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whether a taxpayer paid legal fees to 
defend or perfect her title to a remain- 
der interest in a testamentary trust, as 
the Commissioner contended. We con- 
cluded upon the facts that the taxpayer 
had not paid legal fees to acquire or 
perfect title but, rather, to conserve 
and maintain the taxpayer’s remainder 
interest in the corpus of a trust by hav- 
ing left in the trust, as part of the 
trust corpus, the trust income which 
was withheld from the life beneficiary 
in the form of reserve for depletion of 
oil and gas producing properties. We 
referred to and considered Selig v. Allen, 
supra. We held that the legal fees in- 
volved were paid for the conservation 
or maintenance, or both, of property 
held for the production of income with- 
in the meaning of Section 23(a)(2). 

“Our conclusion here is that peti- 
tioner’s purpose in incurring the legal 
fees paid to resist Vogt’s efforts to at- 
tach and tie up some of his securities, 





Alimony v. child support. The husband 
paid $50 a week alimony for the sup- 
port of his former wife and their child. 
The alimony provisions stipulated that 
payments were to be reduced to $30 per 
week the twenty- 
one years old. The Tax Court had be- 
fore it the petitions of both the husband 
and the wife and rendered its decision 
the Court ruled in 
Both Fourth Circuit (to 
which the husband’s appeal was taken) 
and the Second Circuit (to which the 
wife’s appeal was taken) hold that the 
$50 is deductible 
cause the reduction provisions did 


when child became 


before 
Lester. 


Supreme 
the 


entire per week be- 
not 
for 


61, 


fix $20 per week as being payable 
child support. Haber, CA-4, 6/27 
and Haber, CA-2, 6/8/61. 


Real estate agent’s sales listings not 
acceptable as an appraisal of fair mar- 
ket value for casualty loss. A CPA 
claimed a $4,000 casualty loss for exces- 
sive flooding of his property, and sought 
to prove the loss by showing that the 
property was listed by a real estate agent 
at $23,500 some time before the casualty, 
and $19,500 some time after it. He also 
submitted a of estimated re- 
amounting to $3,400. 
Ihe court notes that the listing of the 


schedule 


placement cost 


property for sale with an agent does 


not rise to the dignity of an appraisal 
of its fair market value. Even though it 


New decisions affecting individuals 
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which he owned as part of the remain- 
der of the assets of his father’s estate, 
was not to perfect his title to the securi- 
ties but was to maintain and conserve 
his 
legal expense bore a reasonable and 
proximate relation to the conservation 
of property held for the production of 
income. (Cf. Bingham’s Trust, supra.) 
It is held that the legal fees amounting 
to $6,330 fall within the scope and 
meaning of Section 23(a)(2) and are 
deductible as ordinary and necessary 
nonbusiness expense.” 

The foregoing represents a just liber- 
alization of old restrictions on the de- 
ductibility of legal expenses which could 
be applicable not only to estate cases, 
matrimonial actions and real estate 
titles, but also to the defense of mere- 
tricious attacks against ownership of 
inventions, patents, business ideas, etc. 
The importance of the decision would, 
appear to be clearly indicated. * 


recognizes that replacement estimates, 
like repair costs, serve as some evidence 
of the amount of the loss, the court 
determines the casualty loss to be $1,000 
under the Cohan rule. Maduga, TCM 
1961-249. 


Cannot claim head of household status 
where daughter filed joint return. Tax- 
payer’s daughter moved in with him 
shortly after her husband’s death in 
May. The daughter filed a joint return 
for the of her husband’s death. 
The court holds the filing of a joint 


year 


return by the daughter precludes tax- 
payer from using the special tax rates 
for head of a household. He could not 
take his daughter as a dependent when 
she filed a joint return, and thus he does 
not meet the definition of head of a 
household. Hilliard, DC Ky., 7/14/61. 


Wife doesn’t have community property 
interest husband’s illegal income. 
Taxpayer’s husband as a foreman of a 
in Texas received income 
from sales of his employer’s cattle, and 


in 
cattle ranch 


from the leasing of his employer's land. 
He kept the money so received and did 
not account for it to his employer. The 
court finds the income was illegally re- 
ceived under Texas law and accordingly 
the wife cannot be charged with a one- 
half community interest in such income. 
The court also holds where taxpayer and 


income-producing property. The ° 


her husband filed separate returns, it 
lacks authority to order the Commis 
sioner to credit her account with one 
half of a refund due her husband. Craw- 
ford, TCM 1961-224. 


Heavy rains washed away resort beach; 
casualty loss allowed. Taxpayers oper- 
ated a beach resort. In 1955 unusually 
heavy rains washed away about 98% of 
the sand on the beach. Normally 20 to 
25% was washed away. The Tax Court 
allows a casualty loss deduction for the 
cost of replacement in excess of normal 
amount. Clapp, 36 TC No. 91. 


Can’t deduct cost of new well necessi- 
tated by drought. Taxpayer obtained 
water for his summer home from three 
wells located on the property. In 1949 
there was a severe drought which dried 
out taxpayer's plants, flowers, and lawns. 
Taxpayer drilled a new well at a cost of 
$7,300 and closed the three old wells; 
he sought a $7,300 deduction claiming 
that he suffered a casualty loss due to 
the drought. The court denies the de- 
duction without the necessity of hold- 
ing that a drought is, or is not, a casual- 
ty. The court finds that taxpayer did not 
prove a property loss since there was no 
showing of the decrease in the value of 
the property nor of destruction or loss 
of the old wells. Broido, 36 TC No. 78. 


Educating a retarded child not de- 
ductible as medical expense. Tuition 
paid by parents to a private military 
school for the education of a retarded 
child expense 
where there was no evidence that the 
tuition included any mental or physical 
therapy, or that any doctor or physician 
recommended that the child be sent to 
a private military school. Glaze, TCM 
1961-244. 


is denied as a medical 


Employer's payment of medical insur- 
ance premium to employee is exclud- 
able. Taxpayer-employer pays a share 
of its employees’ premiums for hospital 
and medical insurance. The premiums 
are paid directly to the insurer for those 
employees covered by a group policy. 
For those employees having individual 
insurance in force and not within the 
group, taxpayer pays its share either by 
(1) direct reimbursement to each em- 
ployee upon proof of his prior pay- 
ment; (2) issuance of a check to the 
employee, as an agent, payable to his 
insurer; or (3) issuance of a check to the 
employee payable jointly to him and the 
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insurer. The IRS rules that the premium 
payments are excludable from the gross 
income of each employee. The payments 
come within Section 106 which provides 
that gross income does not include con- 
tributions by an employer to accident 
or health plans for compensation 
(through insurance or otherwise) to its 
employees for personal injuries or sick- 
ness. Rev. Rul. 61-146. 


Carpenter, not in travel status, can’t de- 
duct meals and lodging away from prin- 
cipal residence. Taxpayer, a carpenter, 
left his home city because of a shortage 
of work in the area and traveled to a 
new area to carry on his carpenter trade 
for an indefinite period. He discontin- 
ued his membership in the local union 
in his hometown, and became a member 
of the local in the new area. He worked 
in the new area during the taxable years 
in question, 1955-1957. His wife elected 
not to accompany him because of her 
unwillingness to give up her own job. 
rhe court finds that taxpayer established 
his “tax home” in the new area, and is 
not entitled to deduct the cost of quar- 
ters and subsistence there. The fact that 
his wife did not accompany him, did not 
the determination of the location 
of his “tax home” since he must be re- 


uitect 


garded as a separate taxpayer notwith- 
standing that he and his wife filed joint 
returns. Shafer, TCM 1961-196. 


Part of automobile expense disallowed 
doctor on emergency call. Taxpayer was 
1 doctor who maintained two automo- 
biles. One was exclusively for business 
use and the other for pleasure. The 
court holds use of the business car for 
evening social events is not deductible 

en though car was used because tax- 
payer would often be called for an 
emergency. Merely being on call is not 
Also that 


of the expense attributable to trips to 


enough. disallowed is part 
ind from his home to the hospital or 
ofice and trips home for lunch and 
yack. Sapp, 36 TC No. 83. 

ittorneys may deduct reimbursement 
to clients of losses on loans they recom- 
mended. ‘Taxpayers were attorneys who 
idvised their clients and friends to lend 
money to a corporation organized by an 
individual they were helping. Various 
ndividuals testified that the taxpayers 
frequently brought together individuals 
who needed money and those who were 
willing to lend it and in this way ex- 
panded their legal practice since their 


clients then became more active. Subse- 
quently, the organizer of the corpora- 
tion informed taxpayers that many of 
the invoices were fraudulent and that 
the corporation was bankrupt. Tax- 
payers in order to protect their law prac- 
tice paid $65,000 to their clients and 
friends who had invested money in the 
business and sought to deduct this 
amount as an ordinary and necessary 
business expense. The court allows the 
deduction holding that bringing to- 
gether potential lenders and borrowers 
are a normal part of an attorney’s trade 
or business and that the expenditure 
was ordinary since the expenditure was 
made to protect their law practice. The 
court distinguishes Welch v. Helvering 
290 U.S. 111 (which held that payment 
of claims of former customers of a bank- 
rupt corporation of which taxpayer was 
secretary was not deductible) on the 
ground that in that case the expendi- 
tures were made to acquire and not to 
retain or protect taxpayer’s business. 
Pepper, 36 TC No. 88. 


Tax man denied yacht deduction; re- 
lation to business not shown. Taxpayer, 
a CPA and lawyer, was a tax specialist. 
He purchased a yacht on which he flew 
a flag with the number “1040.” This was 
designed to arouse the curiosity of fel- 
low yachtsmen and taxpayer and _ his 
family would then explain that taxpayer 
was a tax specialist. His fees from boat- 
ing clientele were considerably less than 
the yacht expenses deducted. The Tax 
Court holds the expenses were not “or- 
dinary and necessary” and are not de- 
ductible. While usually what is “neces- 
sary” to a taxpayer’s trade or business 
is best himself, 
where the expenditures may have been 


judged by taxpayer 
for primarily personal purposes, tax- 
payer must show affirmatively that the 
expenses were “necessary” for his busi- 
ness. Taxpayer has failed to prove this. 
The relatively low fees resulting from 
the 
the 
his business. 


yachting activities do not indicate 


requisite proximate relationship to 
Also, 


“ordinary”; it is 


the expenses were 


not not usual for a 


lawyer or accountant to maintain a 
yacht for business promotion. Normally 
personal expenses are not deductible be- 
cause they afforded contacts with pos- 
clients. A direct 
ship to the production of business in- 


come is needed. Henry, 36 TC No. 87. 


sible future relation- 


Military officer can’t deduct education 
expenses. Taxpayer is an Army artillery 
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officer and instructor. One of the Army's 
goals is for officers to complete pro- 
grammed college level studies in area of 
functional importance to the military 
profession. Under the plan taxpayer re- 
sided at a university for one semester in 
order to qualify for a degree. He took 
several liberal arts courses. Taxpayer 
agreed to bear all educational expenses 
and to serve subsequently in the Army 
for an extended period. While at the 
school he continued to receive his nor- 
mal authorized pay. The IRS rules that 
under Regulations 1.162-5 the education- 
al expenses non-deductible 
personal expenses. They were not under- 
taken pursuant to any requirements im- 
posed by the Army as a condition to the 
retention of taxpayer’s salary, status, or 
employment, nor to maintain or im- 
prove skills required by him in his em- 
ployment. In addition, the IRS rules 
that the continuation of pay is includ- 
ible in taxpayer’s gross income, the con- 
sideration being his agreement to re- 
main on duty. Rev. Rul. 61-133. 


represent 


Military officer’s temporary lodging al- 
lowance excludable from income. Tax- 
payer, a commissioned officer in the 
U. S. Armed Forces, was transferred from 
a U. S. post to a permanent station out- 
side the continental U. S. Taxpayer re- 
ceived a temporary lodging allowance 
(per diem payments) while awaiting as- 
signment of permanent quarters for him- 
self and wife. This allowance was paid 
in addition to his regular allowances for 
quarters and subsistence. The IRS rules 
that the temporary lodging allowance 
is excludable from gross income. Under 
Regs. 1.61-2(b) allowances for subsistence 
and quarters are excludable from gross 
income, whereas those for mileage and 
per diem amounts in lieu of subsistence 
while in a travel status are includibie 
items. The temporary lodging allowance 
is not a travel allowance. Rev. Rul. 61- 
111. 


Research grant taxable to degree stu- 
dent (Old law). A $2,200 grant received 
by an enrolled graduate student at the 
University of Minnesota is held to be 
an award for taxpayer’s services under 
Accordingly the 
grant is includible in taxpayer’s income 


a research program. 
for 1953 as compensation for services 
performed, and could not be excluded 
on the theory that it was a gift made 
from a “detached and disinterested gen- 
erosity” on the part of the University. 
Evers, TCM 1961-179. 
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Berger and Burton W. Kanter, 209 South LaSalle Street, Chicago 4, Illinois. 


Sale of building 
apart from land 


WE HAVE Two answers this month to 
the question raised in September as to 
the tax consequences of sale of a build- 
ing apart from the land. 

Robert B. Aaronson, N. Y. CPA 
writes: “In your Shop talk pages of the 
JourNAL oF TAXATION for September 
1961 you quote from a letter of George 
McMillan wherein he discusses the pos- 
sibility of obtaining capital gains treat- 
ment for the profit realized on the sale 
of a building, with beneficial ownership 
of the land being retained by the seller. 

“It is my opinion,” Mr. Aaronson 
says, “that, excepting in the Maryland 
ground rent type of sale, it is clear that 
capital gain cannot be realized from the 
sale of a building apart from the land. 
If a building, alone, were sold the sale 
would necessarily have to be coupled 
with a lease of the land to the buyer. 

“The sale of a building, while the 
seller retains the fee to the land, is pos- 
sible under the laws of Maryland. Where 
this occurs a ground rent agreement is 
entered into between the buyer and 
seller which calls for a fixed annual 
rental for the use of the land. The 
buyer may redeem the ground rent by 
paying the value of the fixed annual 
rental capitalized at 6%. This right of 
redemption is usually granted by the 
owner of the land at the time of the 
sale of the building; but in any event 
the right is conferred on the buyer 
under the laws of Maryland. The re- 
demption may be made at any time after 
five years from the date the ground 
rent was created. Not all ground rents 
are redeemed upon the expiration of 
the five year period, and the owner of 
the ground rent cannot compel the 
owner of the ieasehold to redeem. (see 
Estate of Ralph W. Simmers, [23 TC 869 
(875)], Welsh Homes, Inc., [32 TC No. 


29). 


“While ground rents are sometimes 
sold to third persons for more than their 
redemption value, it is probable that the 
premium paid for them reflects differ- 
ences in the interest factor, rather than 
variations in the market value of the 
land. 

“The lease under the ground rent 
arrangement is usually for a term of 99 
with the right of renewal in 
perpetuity. For all practical purposes 
the land is inextricably bound up with 
the building so that it may not be sold 
to a third person free of the leasehold 
limitations, although the ground rent 
agreement, itself, may be sold. Thus, 
any increase in the value of the land 
would not benefit the nominal owner of 
the land, since the price at which the 
leaseholder may acquire the fee to the 


years, 


land can never be changed. This is in 
marked contrast to the proposed sale 
of buildings wherein the complete bene- 
ficial interest in the land would remain 
in the seller, subject only to the lease 
of the land for a fixed term of years. 

“In the case of Welsh Homes, Inc., 
it was held that the sale of a building 
coupled with a lease to the land did not 
result in a sale of the land. Moreover, 
it was further held that the amount re- 
ceived on the sale of the building was 
correctly reported as proceeds of sale, 
and not as rent. The sales involved in 
Welsh Homes, Inc. were made under 
Maryland law, and involved Maryland 
ground rents. 


Sales outside Maryland 

“A question is thus presented as to 
whether any sale of a building, coupled 
with a lease to the land, whether or not 
made under the laws of Maryland, or 
under a contract which conforms to the 
conditions applicable under Maryland 
law, would be treated the same as sales 
made under the laws of that state. If 
not so treated, would the so-called pro- 
ceeds be treated as rent? If the sale were 


to be arranged to conform to Maryland 
law the land might just as well be sold 
outright, as under such a ground lease 
arrangement no future benefit from 
ownership of the bare legal title to the 
land would redound to the owner, other 
than the right to collect the fixed an. 
nual rents or the value of them capital- 
ized at 6%. 

“Under a Maryland ground rent lease 
the lessee has a perpetual right to pur- 
chase the land at a fixed price, or to oc- 
cupy it in perpetuity at a fixed annual 
rental. Thus, the owner has only a 
limited interest in the land, and any 
increase in its value would not benefit 
him. In contrast to this the proposed 
form of sale would retain the ownership 
of the land, with all rights, in the seller, 
subject only to a lease to the purchaser 
for a limited period. The owner of the 
land could sell it, and would receive 
the benefit of any appreciation in its 
value. 

“Under a Maryland ground rent lease 
the owner of the land can never come 
into possession and ownership of the 
building, barring only a failure to pay 
the ground rent. However, the converse 
is true in the case of a sale of the build- 
ing with a lease to the land for a fixed 
term. 


Construction on leased land 


“By way of comparison: Where land 
is leased to a lessee who erects a build- 
ing on it, the lessee has a right to use 
the property for the term called for in 
the lease, after which the building re- 
verts to the owner of the land. The 
lessee does not have the right to pur- 
chase the land, unless this is specifically 
provided for in the agreement with him. 
This sort of arrangement does not ap- 
pear to differ, in the end result, from 
the proposed plan wherein the owner 
of the land constructs the building and 
sells it to a person who leases the land. 
The lessee in the latter case can only 
occupy the building for the term called 
for in the lease to the land, with the 
building reverting to the landowner at 
the expiration of the lease. In the first 
case, where the tenant erects the build- 
ing, all payments made by him to the 
landowner are treated as rent and must 


be so reported. In the latter case, where- 
in the landowner erects the building 
and sells it to the lessee of the land, 
with the building reverting to the land- 
owner at the expiration of the lease, the 
amount paid for the building also ap- 
pears to be nothing more than rental 
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paid in advance. In both cases the land- 
owner winds up with the building, plus 
the amount received for the use and oc- 
cupancy of the property during the lease 
term. In both cases part of the rental is, 
in effect, paid by the lessee through the 
construction, or so-called purchase, of 
the building, and part in agreed rental 
payments. In the first case, the tenant 
pays for the construction of the build- 
ing and amortizes its cost over the life 
of the lease as additional rent. In the 
second case, the landowner pays for the 
building and in turn is paid for it by 
the tenant who must pro-rate the pay- 
ment over the lease term. In each case, 
the landowner retains the fee to the land 
and has a reversion in the building, 
with a right to sell to a third person at 
the best price obtainable. 

“The important difference between 
the construction of a building by the 
lessee, and the construction by the land- 
owner (who recovers his cost through a 
so-called sale to a lessee), lies in the fact 
that where the lessee erects the building 
the landowner gets it without having to 
pay tax on it. However, where the land- 


owner erects the building and then 
“sells” it, he would be taxable on the 


amount so received, as this amount 
would have the character of rent income 
to him. The first method (wherein the 
lessee erects the building) is of course 
preferable, so far as the landowner is 
concerned, since it brings the ownership 
and possession of the building to him, 
free of tax, at the expiration of the 
lease, whereas he would be subject to 
tax on any amount received by him for 
the building, which will return to him 
at the end of the lease. Although the 
landowner would be taxable on the 
amount received for the building, he 
would also be entitled to a depreciation 
deduction on the building. However, if 
the entire proceeds were taxable in the 
year of sale, the depreciation of later 
years might be wasted, excepting as it 
might offset other income, or be avail- 
able as a net operating loss carry-back 
for five years to the year of sale. The 
lessee would be entitled to amortize the 
amount paid by him for the building 
over the life of the building, or over the 
term of the lease, whichever is shorter. 


Cases involving sales to lessees 


“There have been several decided 
cases involving the sale of buildings to a 
lessee wherein the entire proceeds were 
treated as rent in the year of receipt. 


Some of these are commented on below. 


“The case of George W. Crile, (18 
BTA 588), involved an alleged sale of a 
building for $100,000 in conjunction 
with a lease to the land for a term of 
99 years. The lessor treated the trans- 
action as a sale of the building, and 
claimed a loss on the sale. The Treasury 
claimed that the payment of $100,000 
represented rent, and proposed the as- 
sessment of additional tax on _ the 
amount received, It disallowed the loss 
deducted on the sale. The Board up- 
held the Treasury and held that the 
sale of the building was not a transac- 
tion separate from the lease, and was 
intended. The Board stated 
(page 596): ‘In the instant case the peti- 
tioner’s beneficial resulting 
from the transaction was substantially 


not so 
interest 


the same as if he had executed a similar 
lease of the entire property for a term 
of 99 years for a cash consideration of 
$100,000 and yearly rentals as stipulated 
in the lease.’ 

“Marvin H. Gates, Trustee, (26 BTA 
998), is to the same effect. This also in- 
volved a 99 year lease, with a payment 
of $186,269.46 made for the building be- 
ing taxed as rent income. See also Clark- 
son Lindley Trust, (42 BTA 509), and 
Estate of Budd Frankenfield, (17 TC 
1304).” 


Another negative reply 

William F. Brooklyn, New 
York, attorney writes: “Concerning the 
question raised by George McMillan, 
‘whether or not (for tax purposes) a 
building can be sold independently of 
the land it is located on,’ it is my opin- 
ion that generally speaking this cannot 


Mosca, 


be done unless the building is of a size 
that it can be removed to another loca- 
tion and the purchaser has the right so 
to remove it. Actually the question is 
not so much legal as factual. The rele- 
vant factors are considered in the fol- 
lowing cases: 
Clarkson Lindley Trust (120 F.2d 998, 
27 AFTR 557); Geo. W. Crile (18 BTA 
588 aff'd 804, 10 AFTR 1183, CB 1932 
p. 216 (cert. den. 287 U.S. 600) (Cited 
Rev. Rul. 57-537, CB 2 p. 53); Marvin 
H. Gates v. Helvering (69 F.2d 277, 13 
AFTR 684); Minneapolis Syndicate (13 
BTA 1303) (Acq. CB Dec. 1931 p. 48); 
Eleanor Saltonstall (124 F.2d 110, 28 
AFTR 613). 

“The principles involved are part of 
a larger question dealing with the reali- 
ties of a transaction. (See Rev. Rul. 57- 
537; 1957 CB 2 p. 53 which comments 
on the Crile case above.) 
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“It will generally be found in cases 
of this type that one document charac- 
terizes the transaction as a sale but the 
lease document in its various require- 
ments indicates that both transactions 
are a lease. The so-called purchase price 
received on the closing then becomes 
prepaid rent with results, horrible visu.” 
(For you uneducated who don’t under- 
stand Latin, that means, “It shouldn’t 
happen to a dog.”—Ed.) re 
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ATTORNEY—Good future offered to a 
competent attorney. We are a moderate 
sized law firm engaged in general civil 
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accounting, taxes and corporations and can 
draft documents. He must be prepared to 
take charge of matters on his own respon- 
sibility. He should have finished law school 
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He should have had at least five years of 
private practice. If interested tell about 
your college and law school and also about 
your professional experience in detail. We 
will treat replies as confidential. Box 1062. 
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Johansson’s tax problem is a knockout, 
14JTAX382, June61. 

Land trust for real estate may create 
trap on exchange, 15JTAX188, Sep61. 

Like-kind exchange in divorce settle- 
ment, 15JTAX62, July 61. 

Mortgage in excess of basis on contri- 
butions to capital, 15JTAX127, Augé61. 

Mutual fund for investment in munici- 
pal bonds is formed, 14JTAX383, June 
61. 

No dividend credit for “boot” dividend, 
15JTAX126, Augé61. 


No Section 306(b) (4) rulings where 
holders have control, 15JTAX187, 
Sep61. 


Partnership proposal to bar tax-free 
exchange queried, 14JTAX189, Mar61. 
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ing consistency as new IRS standard, 
William G. Galliher, Jr. and C. Rich- 
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The nature and basis of the new IRS 
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